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FULL COMMITTEE HEARING ON 
BUSINESS ACTIVITY TAXES AND 
THEIR IMPACT IN SMALL 
BUSINESSES 


Thursday, February 14, 2008 

U.S. House of Representatives, 

Committee on Small Business, 

Washington, DC. 

The Committee met, pursuant to call, at 11:30 a.m., in Room 
2360 Rayburn House Office Building, Hon. Nydia Velazquez [chair- 
woman of the Committee] presiding. 

Present: Representatives Velazquez, Cuellar, Moore, Clarke, Hig- 
gins, Chabot, Akin, Davis, and Buchanan. 

OPENING STATEMENT OF CHAIRWOMAN VELAZQUEZ 

Chairwoman Velazquez. I now call this hearing to order on the 
business activity taxes and their impact on small businesses. In re- 
cent years, the American economy has changed dramatically, shift- 
ing away from the manufacture of goods to the delivery of services 
and intangibles. As a result, many states have sought to strength- 
en their eroding tax base by levying taxes on businesses that are 
not located within their jurisdiction. Today’s hearing will focus on 
the potential problems many small businesses face when engaging 
in interstate commerce and the impact business activity taxes have 
on their firms. 

As the name implies, business activity taxes, are just that: taxes 
imposed by a state for merely conducting business, rather than 
being physically located within a state’s borders. While there are 
clearly circumstances when this is reasonable, the question be- 
comes whether states are going too far. 

This is not the first time this issue has come before Congress. In 
1959, Congress enacted the federal interstate income tax law to ad- 
dress the matter of a state’s ability to effect interstate commerce 
through taxation. Still in effect today, this law prohibits states 
from taxing the income of businesses whose only activities are the 
solicitation of orders for the sale of tangible personal property with- 
in that state. There is concern that this law needs to be clarified 
to prevent small firms from being unfairly burdened. 

Typically business activity taxes are levied on corporate income 
generated within the taxing jurisdiction. However, some states 
have imposed a business and occupation tax based on gross sales. 
And others have imposed taxes in the form of fees or licenses for 
products sold within their borders. This means that a small busi- 

( 1 ) 
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ness software developer may be subject to licensing and use fees in 
states just for making sales via mail order. 

If each state charged a $400 licensing fee to that small business 
owner, it is not hard to imagine the chilling effect this would have 
on a small company. Having to pay unpredictable taxes inhibits the 
growth potential for small businesses and our economy at large. 

Congress is currently considering whether to provide clarity in 
this area by setting standards about when a state may invoke its 
taxing power. And for many small businesses, tax certainty is a 
primary concern. 

Today’s hearing will help provide perspective on the scope of the 
problem. The issue of the BAT is something that has gone under 
the radar but has an enormous effect on our economy. 

The hearing will also provide insight on how any changes to fed- 
eral law would affect a states’ ability to tax legitimate economic ac- 
tivity. Limiting the ability of states is something that must be con- 
sidered carefully. 

Many of these revenues are used to provide vital services such 
as police, fire, and education, to their citizens. The witnesses here 
today will discuss how the BAT affects their industries. 

As with most taxes, it impacts small and mid-sized companies to 
a greater extent than larger entities. Many small firms are com- 
pletely unaware that they are even subject to these taxes until they 
receive a bill from a state taxing authority. 

Smaller businesses also often lack the resources or capability to 
comply with the multitude of state and local tax laws that are trig- 
gered by business activity taxes. Further, the prospect of chal- 
lenging an incorrect assessment is costly and time-consuming. 

The issue becomes, how do we ensure clarity for these businesses 
while also ensuring that states are not going too far? While the 
issue is a complex one, it is important for thousands of businesses 
across this country. 

I look forward to today’s discussion. And I appreciate the wit- 
nesses coming here to discuss this important matter. I now will 
yield to the ranking member, Mr. Chabot, for his opening state- 
ment. 


OPENING STATEMENT OF MR. CHABOT 

Mr. Chabot. Thank you. Good morning, Madam Chairwoman. 
Thank you for holding this hearing examining one of the many tax 
burdens faced by small businesses. I’m looking forward to hearing 
from our distinguished panel of witnesses this morning. I know we 
all are. 

There is no doubt that technological advancements have fun- 
damentally changed the landscape for America’s small businesses. 
No longer are small businesses confined to a regional customer 
base or disadvantaged by their inability to compete with larger 
companies because they lack the technological sophistication. In 
fact, advancements in technology have allowed small businesses to 
thrive in a global economy, now largely depend on global commu- 
nications, just-in-time deliveries, and streamlined operations, all of 
which enable companies to decrease costs, increase capital invest- 
ments, and provide new job opportunities. 
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Despite these efficiencies, technology has also brought uncer- 
tainty, particularly as it relates to the excessive tax burdens faced 
by our nation’s small businesses. Benjamin Franklin once said that 
nothing in this world is certain but death and taxes. Well, as usual, 
Ben was right. And in this case, state revenue collectors are taxing 
America’s small businesses to death through the business activity 
tax. 

In 1959, Congress passed and President Eisenhower signed into 
law the Interstate Income Tax Act, which remains in effect today. 
This legislation prohibits states from imposing a tax on businesses 
whose only contact with a state involves solicitation of orders for 
tangible goods. Yet, nearly 50 years later, e-commerce and the 
Internet have greatly expanded the breadth of goods and services 
available to increasingly sophisticated consumers. 

Unfortunately, these new avenues of commerce have also become 
favorite targets of overly eager tax assessors, who from state to 
state spin a tangled web of rules, regulations, and guidelines, guar- 
anteeing countless headaches for American small business owners. 

For example, some states believe that trucks nearly passing 
through the state only a couple of times a year without picking up 
or delivering goods even have sufficient connections with a state to 
justify imposing business activity taxes. Horror stories have sur- 
faced describing state tax collectors’ actually impounding trucks at 
weigh stations and demanding that companies pay unwarranted 
business activity taxes on the spot — simply for passing through the 
state. 

While they’re at it, perhaps the state tax collectors’ offices should 
tax themselves for wasting taxpayers’ money. It makes just about 
as much sense. 

These accounts demonstrate the need for legislation that will 
lower the tax burden and provide greater clarity to small busi- 
nesses trying to compete in an increasingly global marketplace. 

Last week Congressman Boucher and Congressman Goodlatte in- 
troduced H.R. 5267, the Business Activity Tax Simplification Act of 
2008. This legislation will go a long way toward accomplishing 
these objectives by establishing a physical presence nexus stand- 
ard. It would eliminate the guesswork for small businesses in de- 
termining their tax liabilities by setting specific guidelines for 
states as they seek to tax businesses that actually conduct business 
within the state. 

My home state of Ohio has the regrettable honor of being consist- 
ently ranked as one of the worst climates for small business in the 
entire country. This climate is largely determined by the state’s 
propensity to tax: individual income taxes, sales taxes, unemploy- 
ment insurance taxes, property taxes, goes on and on. Ohio has 
even begun to impose a gross receipts tax on businesses. 

These excessive taxes are not the answer to turning the economy 
around in Ohio or anywhere else. Instead, we should be supporting 
legislation like the Business Activity Tax Simplification Act, which 
tells entrepreneurs and small business owners that it’s okay to in- 
vest in our state or in other states around the country. 

I thank Mr. Boucher and Mr. Goodlatte for introducing this im- 
portant legislation. And, Madam Chairwoman, I commend you for 
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holding this important hearing today. And I look forward to hear- 
ing from our witnesses. 

I yield back the balance of my time. 

Chairwoman Velazquez. Thank you. And now I yield to Ms. 
Moore for the purpose of introducing our first witness. 

Mr. Moore. Thank you so much, Madam Chair Velazquez and 
Ranking Member Chabot. 

I am so very pleased today to introduce Mr. David Rolston, our 
first witness. Mr. Rolston is the President and CEO of Hatco Cor- 
poration, an employee-owned manufacturer of food equipment 
headquartered in Milwaukee, Wisconsin. 

For the past 58 years, Hatco has been a company dedicated to 
exceptional customer service and quality engineered equipment. 
Hatco has consistently been a leader of innovative ideas for the 
food service industry, such as being the first to recognize the need 
to sanitize dish wear at 180 degrees Fahrenheit, food warmers for 
food security and food safety, while at the same time with their fla- 
vor saver devices so that it still tastes good after it has been sitting 
around. And, in fact, our own Longworth cafeteria uses Hatco 
equipment. 

I am so proud to have Mr. Rolston here today representing my 
district. Mr. Rolston is here to testify on behalf of the North Amer- 
ican Association of Food Equipment Manufacturers, of which Hatco 
is a member. 

The North American Association of Food Equipment Manufactur- 
ers represents more than 600 firms which manufacture the equip- 
ment used for food preparation and service in the nation’s res- 
taurants, cafeterias, and other food service establishments. Most 
members of the Association are small businesses. Sixty-six percent, 
or two-thirds, of their members have fewer than 100 employees. 

I so appreciate Mr. Rolston being here today to discuss the im- 
portant issue of the business activity tax on small businesses. And, 
with that, Madam Chair, I yield back. 

Chairwoman Velazquez. Thank you. 

Mr. Rolston and all the witnesses, welcome. You have five min- 
utes. In front of you, there is a timer with a green light. You start. 
And then the red light means that your time has expired. 

STATEMENT OF DAVID ROLSTON, PRESIDENT, HATCO, ON BE- 
HALF OF THE NORTH AMERICAN ASSOCIATION OF FOOD 

EQUIPMENT MANUFACTURERS 

Mr. Rolston. Thank you for a very glowing introduction. 

Mr. Rolston. Madam Chairman, Committee members, I am 
Dave Rolston, President and CEO of Hatco Corporation, a manu- 
facturer of commercial food-warming, toasters, and water-heating 
equipment in Milwaukee, Wisconsin. We have 375 employees, all in 
Wisconsin. And the company is 100 percent employee-owned, or an 
ESOP. 

I am also Chair of the Government Relations Committee of the 
North American Association of Food Equipment Manufacturers, for 
which I speak today. NAFEM represents more than 600 U.S. man- 
ufacturers, all in manufacturing commercial food preparation, cook- 
ing, storage, table service equipment, and supplies used in res- 
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taurants, cafeteria, institutional kitchens, and other commercial 
food service establishments. 

Typical products are freezers, refrigerators, stoves, ovens, broil- 
ers, food warmers, table displays, and serving equipment, cutlery, 
virtually everything you would find in a commercial food service es- 
tablishment. And I am proud to say that much of this equipment 
is still manufactured in the U.S. 

This is a surprisingly large industry. Total domestic sales were 
over $8 billion. And it is an industry composed predominantly of 
small businesses. Sixty-six percent of our members have less than 
$10 million in sales per year and fewer than 100 employees. 

We have members from 46 states of the union. Most, like Hatco, 
are single-state companies with no physical presence outside of 
their home states. 

Efficiency and predictability are essential to a small business. 
The growing practice of states to assess business activity taxes on 
firms that have no physical presence in the taxiing jurisdiction has 
come as an unpleasant and shocking surprise. If left unchecked, 
these taxes will become a nightmare for small businesses, increas- 
ing our administrative costs, adding an unnecessary layer of ineffi- 
ciency, and limiting our ability to grow. 

Let me give you our example. Hatco, like most NAFEM mem- 
bers, sells through independent manufacturer’s representatives 
who represent 10 to 15 different companies. Hatco also uses inde- 
pendent service agents to complete warranty repairs on our equip- 
ment. Again, these independent companies service the equipment 
of many different manufacturers. 

Neither of these companies causes Hatco to have any physical 
presence in any state outside of Wisconsin. Nonetheless, we are 
now being forced to pay business activity taxes in four states where 
we have customers but no physical presence. 

Justification given by these states for these taxes is the existence 
of the representatives and/or the state service agents. Of course, 
our manufacturer’s representatives and service agents in these 
states do pay income taxes on their own business profits. This is 
as it should be. We should be paying taxes in states where we have 
presence and receive government services. For us, that is Wis- 
consin. We should not be paying business activity taxes, which are 
a form of income tax, where we have no physical presence. 

We don’t know what other states will come at us next. These tax 
bills catch us by surprise. When states first contact us, they some- 
times come on hard. One state originally demanded that we pay 
eight years of back taxes. This would have been significant. Others 
have threatened penalties. 

Litigation, of course, is impractical for a small firm. We try to ne- 
gotiate, and then we pay up. We can’t pass the costs on. So both 
the tax payments and, even worse, the administrative costs come 
off our bottom line. 

What are the consequences? Think about where this is going. 
Facing business activity taxes assessed by four states where we 
have no presence is bad enough, but consider 20, 30, or even all 
states assessing these taxes. We would have to add significant staff 
in an attempt to keep track of all of these unforeseeable obliga- 
tions, file the returns, and stay clear of all penalties and demands 
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for back taxes. These would, of course, be unproductive employees, 
a hit to our efficiency. 

Bear in mind that we are a 100 percent employee-owned com- 
pany. So any additional costs affect our employees directly. And 
what about the overall impact to the economy? The taxes we pay 
to states where we have no physical presence comes off our net 
profits. So do the administrative costs, which are an even larger 
burden. 

As our net income after expenses is reduced, the taxes we owe 
to Wisconsin are reduced. After you factor in both the added taxes 
and the added administrative costs, both to us and the states, I 
doubt that anyone is coming out ahead on what the economists 
would call a macroeconomic level. Certainly if other states jump on 
this bandwagon, we will just be spreading the taxes around with 
little or any net benefit to anyone. 

As a small manufacturer in the U.S., we face many threats from 
competitors outside our borders. We continue to be successful by 
staying lean and smart. Adding unnecessary head counts to admin- 
ister programs like activity taxes makes us less competitive, not 
only here but overseas. 

For many years, it has been the presumption that businesses pay 
taxes only in the states where they have physical presence and re- 
ceive government services. We believe that Congress should act to 
preserve this standard. 

Thank you. 

[The prepared statement of Mr. Rolston may be found in the Ap- 
pendix on page 30.] 

Chairwoman Velazquez. Thank you, Mr. Rolston. 

Our next witness is Mr. Barry Godwin, who is the Controller of 
Stingray Boat Company. Stingray Boat Company is located in 
Hartsville, South Carolina and has been in business since 1979 and 
employs 240 people. 

Mr. Godwin is testifying on behalf of the National Marine Manu- 
facturers Association. The association represents 1,400 companies 
that produce products used by recreational boaters. 

Thank you for being here and welcome. 

STATEMENT OF J. BARRY GODWIN, CONTROLLER, STINGRAY 

BOAT COMPANY, ON BEHALF OF THE NATIONAL MARINE 

MANUFACTURERS ASSOCIATION 

Mr. Godwin. Madam Chairman and members of the Committee, 
thank you for inviting me to express my views concerning the busi- 
ness activities tax, the tax burdens felt by small businesses en- 
gaged in interstate commerce, and the issues it addresses. 

I am the Controller at Stingray Boat Company. Like most small 
business managers, I have multiple responsibilities and perform 
various tasks. 

Stingray Boat Company was founded by A1 Fink in 1979, where 
A1 remains the president of the company. A1 Fink remains keenly 
involved in the company, from its roots to the top. Stingray Boats, 
located in Hartsville, South Carolina, employs 240 individuals full- 
time. 
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We are, by all standards, the epitome of the American dream and 
a small business proudly dedicated to our employees and their fam- 
ilies. Stingray builds fiberglass boats from 18 to 25 feet in length. 
We ship to almost every state within the U.S., Canada, Europe, 
and Australia. 

In my testimony, I will relate three differing experiences that I 
had with three different states. I am seeking clarification of P.L. 
86-272, as each state is interpreting how tax nexus has occurred 
between us and them. 

The burden placed upon Stingray is to incur legal fees, account- 
ing fees and time to address each state as they seek to attach an 
economic nexus to Stingray’S business activities. This is another 
tax in addition to the sales tax incurred by the independent dealer 
in the jurisdiction of that state. 

Until three years ago, we were unaware of nexus implications as 
it relates to taxes. In 2005, we began to hear more about nexus. 
We became aware of a situation in which the State of New Jersey 
had stopped another boat manufacturer’s boat load due to nexus 
issues. We researched what nexus meant to us. Our activities with- 
in all states are the same. 

We operate according to P.L. 86-272. Our boats are sold to inde- 
pendent dealers. All orders are taken within the State of South 
Carolina via the telephone or Internet. Boats are paid for before 
their delivery is taken by the dealer. 

Sales representatives from Stingray may travel to see a dealer 
from time to time but do not operate a Stingray office within that 
state. Dealers visit Stingray each year to review new products and 
test drive the boats. The boats may be delivered to the dealer on 
our trucks or by a contract carrier. We reimburse the dealer for 
warranty work performed by them on our boats. We believe we are 
operating within the law. 

The State of Maine versus Stingray, in 2006, a revenue agent 
from the State of Maine sent a letter to us regarding our actions 
with that state. I responded to Mr. Flynn, representing the State 
of Maine, that we believed that we were operating within the con- 
fines of the law. After I had completed a nexus questionnaire, Mr. 
Flynn told us that we had created a nexus by paying the inde- 
pendent dealer for warranty work performed on one of our boats. 

I assume that the dealer paid tax to Maine on the amounts re- 
ceived from us as payment for the work done in Maine. Stingray 
did not perform the work, but because we had paid the dealer, 
Maine claimed that our action created a nexus. 

I objected to the revenue agent, but we decided it would be less 
costly to pay the retroactive taxes and fines than to pursue the 
matter in the courts. The State of Maine agreed to require us to 
file tax returns and payments covering the years 2003 through 
2005 and to abate any penalties during this period. 

The State of New Jersey versus Stingray, on July the 23rd, 2007, 
I received a call transferred over from our truck fleet dispatcher at 
10:15. The person on the other end was Ms. Kostak, a revenue 
agent from the State of New Jersey. I was immediately told that 
our truck had been pulled over at the weigh station on the inter- 
state highway and could not move until we paid New Jersey for 
jeopardy assessment taxes. 
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I asked Ms. Kostak why they were doing this. I was told that we 
had a dealer in the State of New Jersey. This incident was becom- 
ing unbelievable. So I asked her to fax me proof that she was who 
she said she was. 

I asked what I could do to let the driver go, and I was told to 
pay the New Jersey Division of Revenue money. I asked how much, 
and I was told it depended upon our sales into the State of New 
Jersey. 

I looked up the sales for the past seven years as requested, and 
Ms. Kostak quoted me a price of $46,200 to release the truck. I 
then told her I would need to discuss the issue with our company 
president. 

Ms. Kostak told me I had until 1:00 p.m. that day to get them 
the money or the truck would be impounded and we would need 
to make arrangements to retrieve the driver. I asked her, “Can I 
not send you a check or work something out to let the truck pass 
through New Jersey?” I was told to wire them the money. 

I first talked to the truck driver and asked him what had hap- 
pened. Our driver was passing through the State of New Jersey 
carrying a load of boats for delivery into Massachusetts. Our driver 
told me that the agent pulled his rig over at the weigh station and 
asked him if we had a boat dealer in New Jersey. The driver had 
never delivered into New Jersey and told the agent, Ms. Kostak, 
that he did not know. 

Because he did not know whether we have a New Jersey dealer, 
he gave Ms. Kostak our home office number and the dispatcher’s 
name. Ms. Kostak called our dispatcher and found out we had a 
dealer in New Jersey, and more probing questions were asked and 
then passed over to me. 

After talking to Ms. Kostak, I discussed the situation with our 
company president. He decided to call another boat manufacturer 
that this had happened to. In summing this up, Madam Chairman, 
I felt that we were the victim of extortion by the State of New Jer- 
sey. And the only way that we could let our boats pass through to 
Massachusetts was to pay the fees before they were turned free. 

And I ask that the Committee please consider clarification of 86- 
272. It is very important to us, a small business. And I appreciate 
your time. 

[The prepared statement of Mr. Godwin may be found in the Ap- 
pendix on page 32.] 

Chairwoman Velazquez. Thank you, Mr. Godwin. 

Our next witness, Mr. Steven Joost, is the Chief Financial Officer 
for Firehouse Subs, headquartered in Jacksonville, Florida. Fire- 
house Subs has been in business for 13 years and operates over 
300 restaurants across 14 states. 

Mr. Joost is testifying on behalf of the International Franchise 
Association. IFA represents franchisors, franchisees, and suppliers 
throughout the world. 

Welcome, sir. You have five minutes. 

STATEMENT OF STEVEN JOOST, FIREHOUSE SUBS, ON 
BEHALF OF THE INTERNATIONAL FRANCHISE ASSOCIATION 

Mr. Joost. Thank you. 
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Mr. Joost. Thank you, members of Congress, ladies and gentle- 
men, for allowing me to testify before your Committee today. 
Again, my name is Steven Joost. I am the Chief Financial Officer 
and principal in Firehouse Subs. I am also a Florida C.P.A. and a 
member of the city council in Jacksonville, Florida. 

We have 312 restaurants operating from Las Vegas, Nevada to 
right here in Washington, D.C. We started in Jacksonville, Florida 
13 years ago. Through our franchising efforts we employ over 5,000 
people and have achieved the national sales level of over $200 mil- 
lion. Firehouse has helped numerous employees, franchisees, and 
area representatives achieve their American dream. And yes, some 
have become very wealthy. 

On the national level, franchising also has made a tremendous 
impact on the economy and the entrepreneurial spirit of Ameri- 
cans. According to a 2008 International Franchise Association Edu- 
cational Foundation study conducted by PricewaterhouseCoopers, 
there are over 900,000 franchised businesses currently operating in 
the United States, employing over 21 million workers. This is re- 
sponsible for $2.3 trillion in annual economic output. 

During that time, over the last 13 years, we have come across 
various impediments to our growth. There are the usual ones: prod- 
ucts, competing for real estate, competing for employees. These are 
all natural impediments that every business competes for. And we 
work very hard to outwork our competitors. 

However, there have been many artificial barriers, complexities, 
and tax traps that have been created by government that have 
hurt my business over the years that have led to unwarranted ex- 
penses and wasted money. I am here today to help explain what 
myself and my company have been through and to add suggestions 
as to how you may be able to help. 

One of the more perplexing problems facing a growing business 
is that of interstate commerce. Of course, as you are well-aware, 
with our federal system of government, each state is allowed to 
make its own laws. This has led to the implementation of many dif- 
ferent laws with many different standards. 

Examples are differing disclosure requirements for our disclosure 
documents, differing sales tax methods and rates, differing income 
tax laws and application thereof, just to name just a few. These dif- 
fering laws and standards upon which they are applied have neces- 
sitated my company to hire a plethora of tax accountants and law- 
yers to help us comply with the regulations, file the various tax re- 
turns and documents that each state requires. We have to employ 
various strategies to help limit our liabilities. And sometimes, quite 
frankly, I wonder what business I am in. 

One of the more disturbing problems created by governments is 
that of state income taxes and franchise taxes. As economic growth 
has slowed, so has state revenue growth. According to Allison 
Grinnell of the Rockefeller Institute, when adjusted for inflation, 
state revenue actually dropped .6 of a percent. So, therefore, the 
squeeze is on for the states to find more money to help them fund 
their budgets. 

One of the ways they do this is through nexus. Very simply, 
nexus is a connection. It means connection. Certain activities, as 
insignificant as they may seem, may establish a nexus. 
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A company may have unknowingly had nexus with a state for 
many years. It might even be responsible for back sales tax, fran- 
chise tax and/or income taxes, penalty and interest for past years. 

Examples of creating nexus that an ordinary person would never 
think of are having a sales representative just solicit business, 
traveling for a meeting within a state, traveling to inspect a store, 
or even the mere just asking for somebody for their business in a 
state can trigger nexus. It depends which state you’re in and which 
50 rule is being applied to you. 

And then, worse yet, the nexus standards between states vary 
widely and wildly. Furthermore, the nexus standards within a 
state within different years can change depending on who the lat- 
est administration comes in and who is interpreting the law. 

For example the nexus standards for franchise taxes are much 
broader than they are for income taxes. This means a company 
that could be exempt from paying income taxes in a certain state 
and think they’re home free, all of a sudden, gets a bill for paying 
a franchise tax liability if they do business in that state depending 
on how nexus is defined. 

Each state has its own department of revenue and interpreta- 
tions on how the laws are applied change. Once a nexus is estab- 
lished, then the states get into the game of apportionment. Appor- 
tionment is the formula to figure out how much income is attrib- 
utable to a specific state’s income tax. Apportionment rules are 
often changed by the individual states to help them garner advan- 
tage over other states. 

Currently, my view on the subject matter is the way states are 
imposing burdensome rules and changing them every year is an 
unfair tax on intellectual property rights. And, secondly, it has cre- 
ated a subsidy for lawyers and accountants. 

I believe the fact that the whole Firehouse concept was created 
in Jacksonville, Florida — okay? And in its very essence, royalty is 
paid for our trademarks and the fact that our property is in Jack- 
sonville. I helped create it. I spent 13 years creating it. You know, 
our business model, our trademarks, our marketing all is created 
in Jacksonville. And, in essence, a royalty is rent for these trade- 
marks. 

So if I own a piece of property in Jacksonville, Florida, why, in 
essence, am I paying property taxes in all of these other states? It’s 
beyond me. 

So I believe these rules have created an unintended attack on the 
franchise business. While I am not and my company is not opposed 
to paying taxes, what we are opposed to is spending hundreds of 
thousands of dollars to figure out how to do it because we have to 
hire an army of accountants and lawyers to do so. 

What is needed and what I would recommend is either to get rid 
of nexus or at least apply a single set of rules defining what con- 
stitutes nexus and how it will be applied in a uniform manner in 
all 50 states so when I go into a mine field I at least know where 
the mines are. 

Chairwoman Velazquez. Mr. Joost, your time is up. 

Mr. Joost. Okay. 

Chairwoman Velazquez. Okay? So during the question and an- 
swer period, you will be able to expand on how you feel we can — 
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Mr. JOOST. Thank you for hearing me out today. I appreciate it. 

[The prepared statement of Mr. Joost may be found in the Ap- 
pendix on page 42.] 

Chairwoman Velazquez. — clarify this issue. And thank you 
very much for your testimony. 

Our next witness is Mr. Michael Petricone. He is the Senior Vice 
President of Government Affairs at the Consumer Electronics Asso- 
ciation. Mr. Petricone is responsible for developing and imple- 
menting the public policy priorities. 

CEA is a frequent public speaker on issues impacting the con- 
sumer electronics industry. CEA represents more than 1,000 U.S. 
manufacturers of audio, video accessories, mobile electronics, com- 
munication information, and multimedia products that are sold 
through consumer channels. 

Welcome, sir. 

STATEMENT OF MICHAEL PETRICONE, SENIOR VICE PRESI- 
DENT, GOVERNMENT AFFAIRS, CONSUMER ELECTRONICS 

ASSOCIATION 

Mr. Petricone. Good morning, Madam Chairman and Com- 
mittee members. Many of you know the Consumer Electronics As- 
sociation as the representative of America’s most innovative compa- 
nies, but the fact is 80 percent of our members are small busi- 
nesses. In reality, CEA is a small business association. 

Also, I grew up in a small business family. So I am delighted to 
be here talking about this issue. 

No taxation without representation is America’s first governing 
principle. Having established our nation under that cry, our found- 
ers went further. They created a single national economy and im- 
posed constitutional safeguards to ensure that the states cannot 
impede interstate commerce. 

Unfortunately, the system our founders put in place is eroding. 
As you heard today, about a dozen state and local governments are 
imposing income taxes on businesses with no physical presence in 
the taxing state. The states have adopted a variety of ill-defined so- 
called economic nexus theories to justify these levies. 

The problems caused by this growing patchwork of taxation are 
obvious. And they fall disproportionately on our members. This 
Committee knows that small businesses run close to the bone. To 
thrive, they need reasonable taxation and a settled, predictable 
business climate, but increasingly they face significant costs of de- 
termining their state tax liabilities. They must meet multiple filing 
requirements, keep multiple records, and deal with multiple sets of 
regulators. And it is becoming difficult for them to make any rea- 
sonable estimate of their projected tax burden. You can imagine 
the challenges of long-term business planning in such an environ- 
ment. 

Of course, small firms also have few resources that challenge 
questionable assessments in faraway states. As a practical matter, 
when faced with these levies, many of our members have little 
choice but to bite the bullet and write the check. As a technology 
association, we are especially concerned with the burdens the situa- 
tion places on electronic commerce. 
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At the very moment that the Internet grants every small busi- 
ness access to a national marketplace, a crazy quilt of local tax ob- 
ligations throws a roadblock across the electronic highway. Small 
businesses will avoid sales to the various states. And consumers, 
especially those in remote areas, will be unable to go online and 
get the goods they need, This situation will not resolve itself. In 
fact, it will likely get worse. 

Our-of-state businesses present tempting targets to legislators 
trying to raise revenue. Naturally states have every political incen- 
tive to export their tax burdens as aggressively as possible. 

Meanwhile, state courts have made conflicting decisions. And the 
Supreme Court has declined to address this issue. The Supreme 
Court recently refused to hear two cases challenging the constitu- 
tionality of the economic nexus approach. States see the Supreme 
Court decision or of non-decision as a green light to press forward 
with more economic nexus legislation. 

Pursuant to your authority under the commerce clause, it is time 
for you to act. There is ample precedent here. A few examples. You 
have moved to prevent multiple state taxes on electronic commerce. 
You have ensured that states cannot impose fly-over taxes on air- 
lines. And you have restricted taxation of mobile communication 
services by the state where the service is primarily used. 

Specifically, we urge you to support H.R. 5267, the Business Ac- 
tivity Tax Simplification Act. This bill provides that pursuant to 
the commerce clause, a state may not impose business activity 
taxes on a business that has no physical presence in the state. It 
contains protections to ensure that businesses cannot restructure 
their activities to avoid paying legitimate taxes. 

This bill’s physical presence will instantly clarify as the state 
taxation landscape. It is easy to understand. It is easy to enforce. 
Its bright line standard ensures that small businesses know with 
certainty when and where they will be taxed. For an owner, this 
means fewer resources spent on tax compliance litigation and more 
invested in building her business. 

Such an approach would also ensure compliance with our inter- 
national treaty obligations. In every tax treaty to which the U.S. 
is a party, the universal requirement for imposing income taxes on 
non-residents is a physical presence in the taxing jurisdiction. 

Our members are good corporate citizens. We do not object to 
paying our fair share of taxes. We simply believe that the states 
that provide meaningful benefits to a business, water, roads, fire, 
police protection, should properly receive a state’s business taxes, 
rather than a distant state that provides no benefit. 

The Constitution is clear. The right to regulate beyond individual 
states’ borders lies not with the states but with Congress. A bright 
line physical presence eliminates ambiguity, stimulates investment, 
and promotes interstate commerce. It is good for small business. It 
is good for the economy. 

We urge Congress to support H.R. 5267, the Business Activity 
Tax Simplification Act. Madam Chairman and members of the 
Committee, I commend you for holding this hearing, and I look for- 
ward to answering your questions. 

[The prepared statement of Mr. Petricone may be found in the 
Appendix on page 46.] 
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Chairwoman Velazquez. Thank you, Mr. Petricone. 

Our next witness, Dr. Peter A. Johnson, is a senior economist 
and Vice President for Research Strategy and Platforms with the 
Direct Marketing Association. At the DMA, Dr. Johnson’s research 
focuses on economic and policy issues pertaining to direct and 
interactive marketing. 

The Direct Marketing Association is the leading global trade as- 
sociation of businesses and nonprofit organizations using and sup- 
porting multi-channel direct marketing tools and techniques. 

Welcome, sir. 

Mr. Johnson. Thank you, Madam Chairman. Thank you, rank- 
ing member. And thank you, other members of the Committee. 

STATEMENT OF PETER A. JOHNSON, Ph.D., VICE PRESIDENT/ 
SENIOR ECONOMIST, DIRECT MARKETING ASSOCIATION 

Mr. Johnson. On behalf of the Direct Marketing Association, it 
is my pleasure to be here and making my inaugural appearance be- 
fore any congressional committee. 

It is and has been the longstanding position of the Direct Mar- 
keting Association and its members that a clear physical presence 
test, such as found in the current legislation and its predecessors, 
is consistent with the Constitution and the overall stricture of our 
federal system. 

My colleagues George Isaacson and Mark Micali, who is with me 
here today, have spoken before this House Committee, these var- 
ious House committees, to this effect emphasizing the legal per- 
spective. 

What I hope to do is to bring the economist newspaper because 
in a sense, my association represents everybody along this table. 
Direct marketing is not any one particular industry. Direct mar- 
keting is basically a way of bringing end-users and primary sellers 
together. 

There have always been two kinds of marketing across the 
states. In fact, anybody who checks their pantry in their kitchen 
knows that almost everything in the household or on a business 
today at some point crosses state boundaries. The question is how. 

What I want to propose to you today, members of the Committee, 
is an essentially economic framework within which I believe you 
should understand not only the current version of the bill but what 
happens as it goes through your various future deliberations be- 
cause I think that the route here is fundamental misunderstanding 
of what is involved in the latest form of interstate commerce. 

Essentially what is going on here is that there have always been 
two kinds of interstate commerce, one that’s focused on mass mar- 
keting. And you all know mostly what it looks like. It’s big physical 
structures, like, you know, the big box retailers or your local 
branch or store. 

Mass marketing worked across interstate boundaries because 
there were efficiencies of scale that allowed bringing bulk products 
to big, bulky markets and concentrated areas. 

But although it wasn’t often seen during the heyday of broadcast 
television and radio, there was always another kind of marketing 
that crossed state boundaries. And that was direct marketing or 
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what is now often called interactive marketing. It was originally 
the post office set up by Ben Franklin. 

And what is different about this is that it uses economies of 
scope to bring not the product to the customer but fundamentally 
to bring the customer to the seller or the product. 

Now, it may not be apparent that this is what is going on. But 
for anyone who has really thought about what is at stake at the 
Internet, that is really what is occurring is that in investing in in- 
formation, whether it was direct mail solicitations and the statis- 
tics that underlie that — and I explain this in probably lugubrious 
detail in my written testimony — or it’s now the Internet and invest- 
ment in search ads. 

The basic logic is, bring the customer to the seller or the product, 
as opposed to bringing the sell or the product to the end customer. 
Why does this matter for business activity? For all of the different 
industries and different kinds of products and services available 
through my members and so on and everybody here. 

Essentially there are much lower start-up costs and much lower 
overhead investments that make this kind of marketing unusually 
attractive to small businesses. And business activity taxes discrimi- 
nate against this way of bringing the end customer to the primary 
seller in a way that I don’t think the states really fully understand 
the underlying logic. 

To put it most simply, at the end of the day — and this is going 
to sound like a paradox. I would be happy to offer a pedantic statis- 
tics tutorial to explain why this is. In direct or interactive mar- 
keting, the smaller the business, the more likely it is that their end 
customers will be disbursed across multiple jurisdictions. In mass 
marketing, the more likely it is, the smaller the business or the 
more concentrated or, in other words, the fewer the jurisdictions to 
which they will be exposed. 

Now, our state/federal tax system was set up on the assumption 
that almost all interstate commerce fell along the lines of mass 
marketing. Now, because of the increased efficiencies of statistical 
analysis and the Internet itself, transacting across boundaries by 
bringing the customer to the primary seller is making, a, the small 
business opportunity increasingly valuable to the small business so 
that we see in retail, non-store retail, for example, the number of 
small firms has increased far faster than the number of large 
firms. 

In fact, the number of large traditional store retailers has been 
decreasing over the Internet decade while the number of non-store 
retailers has been increasing dramatically, the efficiency has been 
increasing dramatically. The bottom line is — and that is just re- 
tail — it’s similar. Is it manufacturing, finance, insurance? 

This way of bringing customers to the primary seller, using inter- 
state carriers and interstate communications media, which are not 
directly owned by the customer or the seller, offer unusually low 
barriers to entry and increased inefficiencies in terms of promoting 
overall growth. 

Thus, given the fact that for statistical and financial investment 
reasons the smaller the company the more jurisdictions, the busi- 
ness activity tax levied potentially across all 50 states and all of 
the thousands of sub-state jurisdictions to which a small business 
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who is marketing directly is exposed, obviously inherently the more 
exposed they are to this tax and the resulting burdens. 

The bottom line, as I said, is, unlike other forms of marketing, 
the basic fundamental logic requires small businesses to run this 
risk to incur more exposure to more state and sub-state jurisdic- 
tions. 

We looked at what is currently being lost as a result — 

Chairwoman Velazquez. Dr. Johnson, the time is up. 

Mr. Johnson. All right. 

Chairwoman Velazquez. We will continue having this conversa- 
tion — 

Mr. Johnson. Thank you, Madam Chairman. 

[prepared statement of Mr. Johnson may be found in the Appen- 
dix on page 50.] 

Chairwoman Velazquez. — in the question and answer period. 
Thank you. 

Mr. Joost, I would like to address my first question to you. 

Mr. Joost. Sure. 

Chairwoman Velazquez. You mentioned that certain states have 
been especially aggressive in attempting to collect business activity 
taxes from your firm. Have you scaled back operations in these 
states? And how has this affected the economics of your business? 

Mr. Joost. To answer your first question, yes. Specifically I’m 
not trying to point fingers, but the State of South Carolina comes 
to mind. Just the fact that we have stepped foot in that state cre- 
ates what they call a nexus. And now they want part of our income 
tax, state income tax. 

While it has not scaled back our activity per se, it does cost us 
money and, therefore, lowers our profit margins. At the end of the 
day, you just look at it. And it’s the cost of doing business. 

And what happens, what we have done in our company since we 
started our company 13 years ago, we did not take a dividend for 
ten years. We put every dollar and dime we made back into our 
business. 

So theoretically answering your question because now we don’t 
have as much money to put back into our business and grow it, 
that effect, yes, has stopped/slowed growth. 

Chairwoman Velazquez. Do you believe it is possible to estab- 
lish a clear standard that would allow businesses to know that if 
they do X, Y, or Z in a state, that that will be subject to that state’s 
taxing regime? 

Mr. Joost. Absolutely. And I think the Committee right here is 
going to do it. 

Chairwoman Velazquez. Thank you. 

Mr. Petricone, those in favor of business activity taxes argue that 
these taxes broaden the tax base and allow for lower taxes for lo- 
cally owned businesses. What is your reaction to the criticism that 
a clear jurisdictional standard will limit the tax base to only those 
in state companies? How would you respond to those who argued 
that this could lead to higher taxes for local small businesses? 

Mr. Petricone. Thank you, Madam Chairman. 

First of all, I would take issue with any notion that this ap- 
proach would lead to an aggregate lowering of taxes on businesses 
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because the businesses will still be paying the taxes in the state 
where they are domiciled. 

Beyond that, I think certainly there in any way range of factors 
that affects any given state’s tax revenues at any given time. But 
I do keep coming back to what I believe is a basic principle of fair- 
ness that if a company is not domiciled in a state and does not 
have a presence in that state, that state should not be subject to 
the state’s taxes. 

And some of the stories you hear from Mr. Godwin, for example, 
of trucks being seized as they go across state borders I think are 
exactly the sorts of situations envisioned by the founders when 
they drafted the commerce clause. 

Chairwoman Velazquez. Mr. Godwin, you mentioned that you 
canceled your membership with the Northwest Marine Trade Asso- 
ciation to prevent any potential nexus with the State of Wash- 
ington. And you also stated that Maine asserted a nexus was estab- 
lished due to the fact that you paid an independent service dealer 
to perform warranty work on one of your boats. 

Is it possible for you to take the same approach you did with the 
State of Washington to prevent any nexus or does your business 
model require this type of relationship with local service dealers? 

Mr. Godwin. Madam Chairman, every independent dealer we do 
ask them to service the boats if there is a problem that needs to 
be corrected and a consumer brings it in. And we reimburse them 
for their work that they do. 

So we operate the same way in every state. And our business 
model does require that we do that. It’s basically the way the in- 
dustry works. 

Chairwoman Velazquez. Mr. Rolston, you stated that one of the 
greatest challenges for small businesses is that they are completely 
unaware that they are even subject to these taxes. Many only find 
out after they receive a tax bill from a state. Can you discuss your 
experience when you receive a notice or notices about potential 
business activity, tax liability? And was there any documentation 
as to what type of activity on your part triggered taxation? 

Mr. Rolston. Yes. We are currently paying taxes in Michigan, 
Washington State, Iowa, and Ohio. And in every case, they cited 
either the presence of an independent manufacturer’s rep, who rep- 
resents our equipment and those of many other companies — so they 
are independent business people — and/or the independent service 
agents. Much as the boat dealer situation we have service agents 
that are separate from our dealers, but they are service agents who 
service the equipment on our behalf. They service many other peo- 
ple’s equipment also. So yes, in both cases, it was the presence of 
an independent businessman. 

Chairwoman Velazquez. Okay. Thank you. 

Dr. Johnson, in the past, the issue of business activity taxes has 
mostly been a concern for large corporations doing businesses 
across the country. However, we have seen some dramatic changes 
to our economy shifting away from one focused on manufacturing 
to a more service-based economy. 

Given that dynamic, why are business activity taxes now more 
of a problem or issue for small businesses than in the past? 

Mr. Johnson. Well, thank you. 
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You are absolutely right about why are they more, because es- 
sentially on both the end seller side and the middle men; that is 
to say, the firms that create economic passageway connections be- 
tween end sellers and markets, both of those are affected by busi- 
ness activity taxes. And, unfortunately, both the end sellers and 
the intermediaries, whether it be the common carriers or the com- 
munication networks, have particularly low barriers to entries for 
small firms. 

And so given that interactive marketing, direct marketing, is 
drawing more and more business activity, business overall is grow- 
ing faster in this area and the firms are getting smaller, the net 
balance now as states introduce more business activity taxes is fall- 
ing increasingly on the small firms who are wanting to use these 
indirect connections to bring customers to them. 

Chairwoman Velazquez. Thank you. 

Now I recognize Mr. Chabot. 

Mr. Chabot. Thank you very much, Madam Chair. 

I think you described the onslaught that you faced in many of 
these examples that you had when the states were coming after 
you. 

I think, Mr. Rolston, you said you negotiated but then ultimately 
paid up. Mr. Godwin, I think you referred to it as extortion, which 
was the word that I had floating around in my head when you were 
describing your situation. 

It was either you, Mr. Joost, or Mr. Pe tricone. I’m not sure. One 
of you said you ultimately bit the bullet and cut the check. I guess 
that was you. 

The three of you, could you describe what sort of thought process 
went on, the conclusion that you ultimately reached when you 
came to the decision that you had to surrender and pay, even 
though I think to your core you felt this was not a fair situation 
that you were facing? And maybe I’ll begin with you, Mr. Rolston, 
if that’s okay. 

Mr. Rolston. Well, it is like a lot of situations where you are 
faced with a potential litigation. You choose which is more or least 
expensive. In this case, specifically they wanted the eight years’ 
payment in the past. We were able to negotiate that down to a 
more reasonable number, something that we considered acceptable. 
And then we paid it, as opposed to litigating, because litigating 
would have been much more expensive and, from what I under- 
stand, not very successful. 

So in each case, that was our situation. It came down to a strict- 
ly economic decision. 

Mr. Chabot. Mr. Godwin? 

Mr. Godwin. For us, New Jersey, we didn’t have a choice. Our 
boats were stranded on the interstate. And the only way they could 
get to the dealership in Massachusetts was for us to wire the 
money to the State of New Jersey within this time frame they spec- 
ified. And if we didn’t do that, our boats were being impounded and 
we were told that it was left up to us to take care of our driver. 
So I didn’t have a choice. I mean, it was “Show me the money, and 
we’ll let you go or you’re stuck.” 

But, then, during that time frame, we also talked to a fellow 
boat-builder who had been through a similar situation. They had 
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incurred over $100,000 in legal fees. And so we decided that we 
would rather go ahead, pay this, and deal with the New Jersey tax 
courts possibly at a later time and file the tax returns as they re- 
quested so that we could in the future also continue to ship boats 
through their state because we were told that if we didn’t do what 
they were asking, the next time we showed up through the state, 
that we would be going through the same situation. 

Mr. Chabot. I will yield. 

Chairwoman Velazquez. Will you yield? 

Mr. Chabot. Yes. 

Chairwoman Velazquez. Mr. Godwin, have you been forced to 
curtail operations? 

Mr. Godwin. We haven’t yet. We are basically taking this as 
each state comes at us and dealing with that situation. It’s just this 
particular situation, we didn’t have a lot of time to react or deal 
with it in a business manner. 

Chairwoman Velazquez. Thank you. 

Mr. Chabot. Reclaiming my time, Mr. Petricone? 

Mr. Petricone. Thank you. 

In my position, I regularly get anguished calls from members 
who received a significant tax bill they didn’t expect and don’t un- 
derstand. Often the state approach is very aggressive, involving 
threats of seizure of inventory, you know, back taxes going back 
multiple years. 

As far as the advice I give them, it is not very helpful. I ask 
them if they have the resources to devote to litigating and con- 
testing the issue. For the vast majority of small businesses, the an- 
swer is clearly no, in which case I advise them to comply. 

What makes it worse is there is a Pandora’s box effect, where if 
a big business complies in one case, they soon find other states 
coming after them. So, unfortunately, there are no good answers. 

Mr. Chabot. Thank you. 

Mr. Joost, obviously you are trying to grow your business to the 
extent you are able to. What impact does this have on a business 
owner like yourself who is trying to grow businesses and, most im- 
portantly, create jobs, which is obviously important to the overall 
economy? 

Mr. Joost. Thank you for asking that question. 

Going back to the Madam Chairwoman’s question, while you 
can’t say there is necessarily a direct correlation because you have 
incurred these higher costs, intuitively you know there is an oppor- 
tunity cost. 

Like for my company, for example, going back to the fact that we 
did not pay dividends for the first ten years of our existence, we 
constantly put the money back in our company, growing company 
stores, hiring people to build the foundation so we could start our 
franchising operation. 

So, just intuitively, if you know the fact that you don’t have as 
much money to reinvest in your company, you can’t go out and hire 
more people. You can’t go out and get more franchisees. And you 
can’t go out and create more jobs. So there are opportunity costs 
there. Whenever you impose higher costs on these companies, the 
opportunity is gone to invest that money to create more jobs and 
create an economic multiplier. 
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Mr. Chabot. Thank you. 

Dr. Johnson, those states that are most aggressive in pursuing 
these types of taxes, do you have an opinion as to whether the ulti- 
mate business activity in that state would, in all likelihood, be sup- 
pressed in some manner? In other words, those states that are tax- 
ing higher, do businesses take their business elsewhere or avoid 
those states, if possible? Any comments that you would have on 
that? 

Mr. Johnson. I do. I think that cumulatively — and I emphasize 
cumulatively — as one of my colleagues said, the Pandora’s box ef- 
fect is that, in fact, you get — to draw a different analogy, a kind 
of tragedy of the commons, similar to where in medieval England, 
there would be a town with a central pasture that all of the local 
farmers would graze their sheep on. Well, the first farmer to graze 
the sheep on that pasture, his sleep flourished. But by the time the 
50th sheep farmer shows up with his sheep, the pasture is com- 
pletely denuded. 

So yes, I believe that as more and more states become aggres- 
sive, the cumulative effect will be negative. And, in fact, let me tell 
you that I believe because the tax falls both on the small business 
intermediaries and the small business marketers who use those 
intermediaries, we did some preliminary calculations. 

Our estimate is that there are approximately $755 million, at 
least, of sales to these small businesses, who are the intermediaries 
that are being lost across the states that are doing this and that 
the opportunity cost, the lost revenue, amounts to about $8.9 bil- 
lion, or 44,000 jobs, across the economy as a result of the states 
doing this. 

Mr. Chabot. Could you repeat that one more time, the numbers? 

Mr. Johnson. Sure. So assuming that the CBO is essentially cor- 
rect in some earlier versions of this bill in adjusting downward for 
the new version of the bill that’s currently before your Committee, 
we estimate that there are some $755 million that are not cur- 
rently being spent on the small business intermediaries who are 
helping to bring customers to original sellers and that the oppor- 
tunity cost; in other words, the lost sales that marketers are not 
receiving from those customers as a result, amounts nationwide to 
$8.9 billion, which if that $8.9 billion could be restored in 2008 to 
the American economy through the passage of this, the physical 
presence test, de minimis provisions, would result incrementally in 
44,000 jobs. That’s 44,000 jobs that BAT taxes we believe are cur- 
rently preventing the U.S. economy from producing. 

Mr. Chabot. Thank you very much. I yield back the balance of 
my time. 

Chairwoman Velazquez. Thank you. 

Mr. Petricone, the legislation being considered will clarify phys- 
ical presence as the standard for establishing nexus as the basis for 
taxation. Using this nexus test, would it be possible for the com- 
pany to have employees in a state and solicit sales from residents 
in the state yet not be subject to any business activity taxes? 

Mr. Petricone. Madam Chairwoman, we believe not. And we be- 
lieve that the existing legislation, BATSA, is put together in such 
a way as to prevent companies from gaining system, in effect. It 
is a 14-day period. And after the 14 days, you are considered to 
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have a nexus in the state. So we think that is a bright line and 
easy to understand and easy to enforce. 

Chairwoman Velazquez. Okay. Mr. Akin, let me ask just one 
more question. I didn’t see you. I’m sorry. 

How would you respond to critics who suggest that this standard 
may deny states the right to tax businesses that are using the serv- 
ices of that state? Mr. Petricone? 

Mr. Petricone. Right. The state will still be able to tax the in- 
state. To the extent there is an in-state representative that is domi- 
ciled in that state, then they will still be susceptible to taxes. If 
there is somebody in state A who is manufacturing a machine and 
then that machine is sent to state B and sold by somebody in state 
B, then the seller in state B will be taxable by state B. And in- 
cluded in the tax will be the value of the machine made in state 
A. 

So, again, the aggregate pie remains the same. And then the 
state gets the benefit. 

Chairwoman Velazquez. Thank you. 

Mr. Akin? 

Mr. Akin. Thank you, Madam Chair. 

This is my eighth year of being here. And I have sat in some 
very, very interesting Committee hearings. But I have never sat in 
a Committee hearing on highway robbery before. And so I would 
really like to compliment you on your choice of a topic. I mean, this 
is really something new and innovative. 

I don’t know if any of you are really trained in terms of monetary 
theory, but my sense is that we just passed a thing called an eco- 
nomic stimulus package. I don’t know how much stimulating it is 
really going to do but maybe some small amount. 

If I were going to choose an economic stimulus package, I would 
think stamping this practice out would be at the head of my list 
just in terms of common sense because the place where we really 
get the economy going is small business because they can react 
rapidly and they can invest in different equipment or procedures, 
which allow companies to grow and create a lot of jobs. 

It seems like this is a tremendously destructive practice. And if 
one state starts it and it starts cascading — I don’t know if anybody 
wants to comment on that. 

As I said, I haven’t ever sat in a Committee on highway robbery. 
Thank you, Madam Chairwoman, for this wonderful and inter- 
esting twist of things, the dumb things that government can do. 

Mr. Rolston. Yes. I will comment. I mean, that is the primary 
reason I am here. Right now the four states that we’re paying to 
are a burden, but it’s not a huge burden. My fear is that when it 
gets to 50 states, that it will be a huge burden and we will have 
5 or 6 people on our staff just to deal with the technicalities. 

Mr. Joost. I would also like to comment. I am not so much 
against the taxes. It is literally we have paid accountants and law- 
yers hundreds of thousands of dollars to figure out how to comply 
with the laws. I don’t mind paying taxes. I just hate paying an 
army of people to figure out how to do it. If I could just simplify 
it even, it would save us a ton of money just from a compliance 
level. 

Mr. Akin. Thank you, Madam Chair. 
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Chairwoman Velazquez. Mr. Chabot, do you have any questions. 

Mr. Chabot. No. Thank you. 

Chairwoman Velazquez. I have two questions. Dr. Johnson, one 
of the concerns related to a potential qualification of physical 
presences, that it would lead to tax avoidance or tax sheltering by 
corporations. For instance, a business located in one state could di- 
versify its operation and have entities operating in another state, 
thus creating a tax shelter. 

Would enactment of a physical presence standard or any other 
standard lead to another round of tax planning and tax avoidance, 
causing states’ revenue streams to erode further? 

Mr. Johnson. I don’t believe so, no. In fact, on the contrary, I 
believe that, as one of my colleagues to my right has said, a clear 
physical presence de minimis standard clarifies, establishes a 
bright line relationship. 

So that not only would tax avoidance be minimized, but all of the 
business activity by small businesses that is currently not occur- 
ring could now be adequately planned for and budgeted. 

So there is no question in my mind whatsoever that a clear 
boundary is to everyone’s benefit, including, obviously, the states, 
who would then be able to tax properly the resulting revenue from 
increased activity by small businesses. 

Chairwoman Velazquez. Mr. Davis? 

Mr. Davis. No questions. 

Chairwoman Velazquez. No questions? Okay. 

Yes. I would like to ask this question. Anyone in the panel could 
answer. We have always talked about having a fair and balanced 
tax system. In terms of progressivity and regressivity, on a scale 
of one to ten, with one being very regressive and ten being progres- 
sive, where would business activity taxes fall on that scale? Dr. 
Johnson? 

Mr. Johnson. Madam Chairman, which end is which? 

[Laughter.] 

Mr. Johnson. Which was the progressive number? Which was 
the regressive number? 

Chairwoman Velazquez. One regressive. 

Mr. Johnson. One regressive? 

Chairwoman Velazquez. Yes. 

Mr. Johnson. I would say probably a three or a four. 

Chairwoman Velazquez. Three or four? 

Mr. Johnson. In terms of business activity tax — 

Chairwoman Velazquez. Yes. 

Mr. Johnson. — in terms of total regressivity? 

Chairwoman Velazquez. Yes. 

Mr. Johnson. I would say about a three. 

Chairwoman Velazquez. Any other person? Yes, Mr. Petricone? 

Mr. Petricone. Well, it’s not outright confiscation. So I guess I 
can’t give it a one. I guess I will go with two or three. Again, you 
know, as you are so aware, small businesses operate so close to the 
margin. And what they need is a fair tax environment and also 
some elements of predictability. And this is unfair, and it’s entirely 
random. So it’s very troublesome. 

Chairwoman Velazquez. Mr. Davis, do you have any? 

Mr. Davis. Thank you, Madam Chairman. 
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Mr. Rolston, I understand you do business in more than one 
state. Can you tell me what effect this has on your business? 

Mr. Rolston. Well, we do business in almost every state. And 
at this point, I would say this is more of an annoyance than it is 
a hindrance. We have not stopped business in any state because of 
this. We have not minimized business in any state. But we have 
had to increase our effort to deal with these issues in the four 
states that we currently are addressing these issues with. So if it 
continues to grow, it will become a larger burden. 

We will deal with it. We are a reasonably large company. There 
are many companies in the North American Association of Food 
Equipment Manufacturers that are very small and will have to ei- 
ther use outside counsel at a very high price or hire people to deal 
with it. You know, adding three people to my payroll is not going 
to put me out of business, but a company that has ten people, add- 
ing three is a much more significant burden. 

Mr. Davis. So when you say increased efforts to deal with it, it 
actually is more people? 

Mr. Rolston. Oh, yes, without a doubt, because we have to deal 
with paying local taxes in all of these different states. So we need 
people just to administer that. 

Mr. Davis. And what effect does that have on your business, ac- 
tually the business that you’re really in? Would it be better to go 
out and hire three more people to sell more product or make more 
product? 

Mr. Rolston. Oh, absolutely. I would much rather hire three 
more salesmen than three more accountants. 

Mr. Davis. Thank you. 

Chairwoman Velazquez. Mr. Petricone, you would like to com- 
ment? 

Mr. Petricone. If I could just add? I guess the one thing that 
I would like to notice, this isn’t a static issue. You know, right now 
we’re dealing with a dozen states. 

But, you know, every state understandably has every incentive 
to export its tax burden. So if we end up in a situation we’re talk- 
ing about 20, 30, 50 states and thousands of local jurisdiction, you 
know, the current situation could get exponentially worse. 

Mr. Johnson. And, Madam Chair, if I could emphasize, again, 
from an economic modeling point of view, it may be true that on 
a case-by-case basis, no particular company will say, “Oh, I’m not 
going to operate in state X because of the business activity tax.” 

What will happen, however, is that the intermediaries that make 
interactive direct marketing possible will have their costs grow 
imperceptively but enough across the entire economy as a result of 
these taxes such that businesses who at the margin might have 
used them will not. 

And that is in a sense the dog that doesn’t bark, the old Sherlock 
Holmes principle. What should have happened? The dog should 
have barked. In this case, there should have been business activity. 

Why does it not happen? Because intermediaries are being inap- 
propriately taxed, both in terms of the compliance costs and the di- 
rect burden. Costs go up. Businesses choose not to sue them to get 
to out-of-state markets. 

Chairwoman Velazquez. Sure. 
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Mr. Davis. As those costs go up, they’re doing business in more 
and more states. I’ve never really known a business that has con- 
trol of paying the taxes. That is usually passed on to a consumer. 
And what effect does it have on the consumer in the economy as 
we go into this economic down turn that we’re looking at right 
now? 

Mr. Johnson. Well, again, if I may be the first to speak to that, 
you know, that $8.9 billion that I mentioned before, that is $8.9 bil- 
lion of incremental spending, spending that would not otherwise 
have existed, whether it is spent by the end customer as a con- 
sumer or end customer as a small business, it ultimately really 
does not matter. 

And you’re right. At the DMA, we just did our quarterly survey 
of our members’ projected economic performance. And, you know, 
essentially the number of firms in our association who are con- 
cerned about recession has essentially doubled just in the last 
quarter. 

I think $8.9 billion in these circumstances in additional sales and 
the 44,000 jobs, which would be necessary to support that addi- 
tional demand, is something everybody should be taking very, very 
seriously in this period. 

Mr. Davis. Anyone else want to speak to that? 

Mr. Joost. In our business, in each city, we have seven pricing 
tiers. For example, in Orlando, which is more expensive to do busi- 
ness, say, than Jacksonville or some of our other cities because of 
economic factors and one of them is local taxation, the people in 
Orlando pay a dollar more for the same product than they do in 
Jacksonville because the cost of business is higher. Any time you 
make the cost of business higher, at some point you’ve got to pass 
it on to the consumer. 

So to break it down in my world, I can see directly because of 
all of the different pricing tiers we have to have, where it costs 
more to do business, people pay more. 

Mr. Davis. Anyone else? Mr. Godwin? 

Mr. Godwin. I would like to say that right now the boating in- 
dustry in America is down. It is already soft. So we can’t really 
pass along additional costs to our dealership network because boats 
are a luxury, a pleasure item. And so, you know, we can’t pass that 
cost. The boating industry is down. 

In looking forward, you know, we want to keep people having the 
ability to come in and buy these boats. And if we continue to shift 
the cost down to them, they’re not going to be able to get into boat- 
ing. 

So thank you. 

Mr. Davis. Just to follow up on that, then, on the other side, if 
you can’t increase the cost to the consumer, you’re probably going 
to have to put it on your employees. And you potentially have a 
loss of jobs. Is that — 

Mr. Godwin. That is very true, very true. 

Mr. Joost. Or stop paying their health care. 

Mr. Rolston. Yes. We are in the same situation. We have a na- 
tionwide pricing. So we can’t pass it on to the consumer in a par- 
ticular market because that market is more expensive for us. So 



24 


any abnormalities we have to eat. And then that affects our profit- 
ability and essentially our employment. 

Mr. Davis. Well, my time is up. I would just say I have always 
believed that you can’t tax and regulate yourself into prosperity. 
And I think that is what I hear you saying. 

I yield back. Thank you. 

Chairwoman Velazquez. Thank you. 

I want to thank all of the witnesses. Clearly this is a complex 
and important issue for small businesses when it comes to inter- 
state commerce and BAT. What I intend to do is to send a letter 
to the Judiciary Committee commenting on this issue so that they 
could keep the small business perspective of this issue when they 
consider the legislation that has been introduced. 

I ask unanimous consent that members will have five days to 
submit a statement and supporting materials for the record. With- 
out objection, so ordered. 

This hearing is now adjourned. 

[Whereupon, at 12:50 p.m., the foregoing matter was concluded.] 
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Businesses.’’ 
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In recent years, the American economy has changed dramatically; shifting away from the 
manufacture of goods to the delivery of services and intangibles. As a result, many states 
have sought to strengthen their eroding tax base by levying taxes on businesses that are 
not located within their jurisdiction. 

Today’s hearing will focus on the potential problems many small businesses face when 
engaging in interstate commerce and the impact Business Activity Taxes have on their 
firms. 

As the name implies. Business Activity Taxes, are just that — taxes imposed by a state for 
merely conducting business - rather than being physically located within a state’s 
borders. While there are clearly circumstances when this is reasonable, the question 
becomes whether states are going too far. 

This is not the first time this issue has come before Congress. In 1 959, Congress enacted 
the Federal Interstate Income Tax Law to address the matter of a state’s ability to affect 
interstate commerce through taxation. Still in effect today, this law prohibits states from 
taxing the income of businesses whose only activities are the solicitation of orders for the 
sale of tangible personal property within that state. 

There is concern that this law needs to be clarified to prevent small firms from being 
unfairly burdened. 

Typically, Business Activity Taxes are levied on corporate income generated within the 
taxing jurisdiction. However, some states have imposed a business and occupation tax 
based on gross sales, and others have imposed taxes in the form of ‘fees’ or ‘licenses’ for 
products sold within their borders. 

This means that a small business software developer may be subject to licensing and use 
fees in states just for making sales via mail order. If each state charged a $400 licensing 
fee to that small business owner, it is not hard to imagine the chilling affect this would 
have on a small company. Having to pay unpredictable taxes inhibits the growth 
potential for small businesses and our economy at large. 
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Congress is currently considering whether to provide clarity in this area by setting 
standards about when a state may invoke its taxing power. And for many small 
businesses, tax certainty is a primary concern. 

Today’s hearing will help provide perspective on the scope of the problem. The issue of 
the BAT is something that has gone under the radar, but has an enormous effect on our 
economy. The hearing will also provide insight on how any changes to federal law 
would affect states’ ability to tax legitimate economic activity. Limiting the ability of 
states is something that must be considered carefully. Many of these revenues are used to 
provide vital services, such as police, fire, and education to their citizens. 

The witnesses here today will discuss how the BAT affects their industries. As with 
most taxes, it impacts small and mid-sized companies to a greater extent than larger 
entities. Many small firms are completely unaware that they are even subject to these 
taxes until they receive a bill from a state taxing authority. 

Smaller businesses also often lack the resources or capability to comply with the 
multitude of state and local tax laws that are triggered by Business Activity Taxes. 
Further, the prospect of challenging an incorrect assessment is costly and time 
consuming. The issue becomes: how do we ensure clarity for these businesses, while 
also ensuring that states are not going too far? 

While the issue is a complex one, it is important for thousands of businesses across this 
country. 1 look forward to today’s discussion and appreciate the witnesses coming here 
to discuss this important matter. 
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Opening Statement 
Hearing Name 
Committee 
Date 


Business Activity Taxes and their impact on Small Businesses 

Full Committee 

2/14/2008 


Opening Statement of Ranking Member Chabot 


Good morning. Madam Chairwoman, thank you for holding this hearing examining one of 
the many tax burdens faced by small businesses. 1 am looking forward to hearing from our 
distinguished panel of witnesses. 

There is no doubt that technological advancements have fundamentally changed the 
landscape for America’s small businesses. No longer are small businesses confined to a 
regional customer base or disadvantaged by their inability to compete with larger 
companies because they lack the technological sophistication. In fact, advancements in 
technology have allowed small businesses to thrive in a global economy now largely 
dependent on electronic communications, just-in-time deliveries, and streamlined 
operations - all of which enable companies to decrease costs, increase capital investments, 
and provide new job opportunities. 

Despite these efficiencies, technology has also brought uncertainty - particularly as it 
relates to the excessive tax burdens faced by our nation’s small businesses. Benjamin 
Franklin once said that nothing in this world is certain but death and taxes. Well, as usual - 
Ben’s right. . .and in this case, state revenue collectors are taxing America’s small 
businesses to death through the business activity tax. 

In 1959, Congress passed, and President Eisenhower signed into law, the Interstate Income 
Tax Act, which remains in effect today. This legislation prohibits states from imposing a 
tax on businesses whose only contact with a state involves solicitation of orders for 
tangible goods. Yet, nearly fifty years later, e-commerce and the Internet have greatly 
expanded the breadth of goods and services available to increasingly sophisticated 
consumers. Unfortunately, these new avenues of commerce have also become favorite 
targets of overly-eager tax assessors, who from state-to-state spin a tangled web of rules, 
regulations, and guidelines - guaranteeing countless headaches for American small 
business owners. 

For example, some states believe that trucks merely passing through the state only a couple 
times a year - without picking up or delivering goods - have sufficient connections with 
the state to justify imposing business activity taxes. Horror stories have surfaced 
describing state tax collectors actually impounding trucks at weigh stations and demanding 
that companies pay unwarranted business activity taxes on the spot - simply for passing 
through the state. While they’re at it, perhaps the state tax collectors’ offices should tax 
themselves for wasting taxpayers’ money. It makes just about as much sense. 

These accounts demonstrate the need for legislation that will lower the tax burden and 
provide greater clarity to small businesses trying to compete in an increasingly global 
marketplace. Last week. Congressman Boucher and Congressman Goodlatte introduced 
H.R. 5267, the Business Activity Tax Simplification Act of 2008. This legislation will go a 
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long way toward accomplishing these objectives by establishing a physical presence nexus 
standard. It would eliminate the guesswork for small businesses in determining their tax 
liabilities by setting specific guidelines for states as they seek to tax businesses that actually 
conduct business within the state. 

My home state of Ohio has the regrettable honor of being consistently ranked as one of the 
worst climates for small business in the entire country. This climate is largely determined 
by the state’s propensity to tax — individual income taxes, sales taxes, unemployment 
insurance taxes, and property taxes. Ohio has even begun to impose a gross receipts tax on 
businesses. These excessive taxes are not the answer to turning the economy around. 

Instead, we should be supporting legislation like the Business Activity Tax Simplification 
Act, which tells entrepreneurs and small business owners that it’s okay to invest in our 
state. 

I thank Mr. Boucher and Mr. Goodiatte for introducing this important legislation, and 
Madam Chairwoman, 1 commend you for holding this hearing today. I look forward to 
hearing from our witnesses today. 
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Statement of Rep. Jason Altmire 
Committee on Small Business Hearing 
“Hearing on Business Activity Taxes and 
Their Impact on Small Businesses” 

February 14, 2008 

Thank you, Madam Chairwoman, for holding today’s hearing on business activity 
taxes and the impact they have on small businesses. Many states have begun to levy 
business activity taxes on small firms that do business in their state, but are based in 
others. Allowing businesses to do so helps our economy, however, with the growing 
burden of business activity taxes, many small firms are being forced to reconsider how 
they do business. 

In addition to the burden business activity taxes impose upon a small business, 
entrepreneurs are often times unaware about the taxes they owe until they receive a bill 
from a state. The added challenge of disputing an assessment can cost time and money 
that small business owners just do not have to spare. 

As the committee continues to examine this issue, it is my hope that we ensure 
small business owners are not being unfairly burdened or harmed by these taxes, and that 
it is not curtailing their economic productivity. I look forward to the testimony we will 
hear today and I thank the witnesses for lending their time to this important discussion. 

Madam Chair, thank you again for holding this important hearing today. I yield 
back the balance of my time. 
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Statement of David Roiston, President and CEO of Hatco Corporation, on behalf of the 
North American Association of Food Manufacturers, at a hearing of the House Committee 
on Small Business, U,S. House of Representatives, February 14, 2008 

The Business Activities Tax and its Impact on Small Businesses 

Madam Chairman, committee members, I am David Roiston, President and CEO of Hatco 
Corporation., a manufacturer of commercial food warming equipment, toasters, and water heaters 
headquartered in Milwaukee, Wi. We have 375 employees, and the company is 100 percent 
employee -owned. 

I also am chair of the Government Relations Committee of the North American Association of 
Food Equipment Manufacturers, for which 1 speak today. NAFEM represents more than 600 US 
companies that manufacture commercial food preparation, cooking, storage and table service 
equipment and supplies used in restaurants, cafeterias, institutional kitchens, and other 
commercial food service establishments. Typical products are freezers, refrigerators, stoves, 
ovens and broilers, food warmers, display tables, serving trays, cutlery, and virtually everything 
you would see in a commercial restaurant kitchen or food service area. 

This is a surprisingly large industry Total domestic sales are over $8 billion - and it is an 
industry composed predominantly of small businesses Sixty-six percent of the members have 
sales less than S10 million a year with fewer than 100 employees. We have members from 46 
states of the union Most, like Hatco, are single-state companies, with no physical presence 
outside their home states. 

Efficiency and predictability are essential to a small business. The growing practice of states to 
assess “business activity” taxes on firms that have no physical presence in the taxing jurisdiction 
has come as an unpleasant and shocking surprise. If left unchecked, these taxes will become a 
nightmare for small businesses, increasing our administrative costs, adding an unnecessary layer 
of inefficiency, and limiting our ability to grow. 

Let me give you our example. Hatco, like most NAFEM members, sells through independent 
manufacturers’ representatives who represent 10-15 companies. Hatco also uses independent 
service agents to complete warranty repairs on our equipment. Again, these independent 
companies service the equipment of many different manufacturers, Neither of these types of 
independent companies cause Hatco to have a physical presence outside of Wisconsin. 
Nonetheless, we arc now being forced to pay business activity taxes in four states where we have 
customers but no physical presence. Justification given by die states for these taxes is the 
existence of the representatives or service agents. 

Of course, our manufacturers’ representatives and service agents in these states do pay income 
taxes on their own business profits. That is as it should be We should be paying taxes in states 
where we have presence and receive government services For us, that is Wisconsin. We should 
not be paying business activity taxes - which are a form of income tax - where we have no 
physical presence. 
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We don’t knosv what other states will come at us next. These tax bills catch us by surprise. When states first contact us, 
they sometimes come on hard. One stale originally demanded that we pay eight years of back taxes. This would have 
been significant. Others have threatened penalties. Litigation, of course, is impractical for a small firm. We try to 
negotiate, and then we pay up. We can’t pass the costs on, so both the tax payments and, even worse, the administrative 
costs, are off our bottom line. 

What are the consequences? Think about where this is going. Facing business activity taxes assessed by four states where 
we have no presence is bad enough, but 20 states? 30 states? We would have to add staff just to attempt to keep track of 
these unforeseeable obligations, file the returns, and try to stay clear of penalties and demands for back taxes. These 
would, of course, be unproductive employees - a hit to our efficiency. And bear in mind thai we are a 100 percent 
employee-owned company. Any added costs hurt every employee. 

And what about the overall impact on the economy? The taxes we pay to states where we have no physical presence come 
off our net profits. So do the administrative costs. As our net income after expenses is reduced, the taxes we owe to 
Wisconsin and to the federal government also are reduced. After you factor in both the added taxes and the added 
administrative costs, both to us and to the states, I doubt that anyone is coming out ahead on what the economists would 
call a macroeconomic level. 

Certainly if other states jump on this bandwagon, we will just be spreading the taxes around, with little, if any, net benefit 
to anyone. 

As a small manufacturer in the US, we face many threats from competitors outside our borders. We continue to be 
successful by staying lean and smart. Adding unnecessary headcount to administer programs like activity taxes makes us 
less competitive with overseas companies. 

For many years, it has been the presumption that businesses pay taxes only in states where they have physical presence and 
receive government services. We believe the Congress should act to preserve tins standard. 

Thank you. 
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Testimony of Barry Godwin 

Before the United States House of Representatives 
Committee on Small Business 

February 14, 2008 

I. Introduction 

Ms. Chairman and Members of the Committee, thank you for 
inviting me to express my views concerning “The Business Activities 
Tax: The Tax Burdens Felt by Small Businesses Engaged in 
Interstate Commerce" and the issues it addresses. 

I am the Controller at Stingray Boat Company. Like most small 
business managers, I have multiple responsibilities and perform 
various tasks. Stingray Boat Company was founded by Al Fink in 
1979, where Al remains the President of the company. Al Fink 
remains keenly involved in the company, from its roots to the top. 
Stingray Boats is located in Hartsville, South Carolina, employing 240 
individuals full time. We are, by all standards, the epitome of the 
American Dream, and a small business proudly dedicated to our 
employees and their families. Stingray builds fiberglass boats from 
18 to 25 feet in length. We ship to almost every state within the 
United States, Canada, Europe and Australia. 
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In my testimony, I will relate three differing experiences that I 
have had with three different states. I am seeking clarification of 
P.L. 82-272, as each state is interpreting how tax nexus has occurred 
between us and them. The burden placed upon Stingray is to incur 
legal fees, accounting fees and time to address each state as they 
seek to attach an economic nexus to Stingray business activities. 
This is another tax in addition to the sales tax incurred by the 
independent dealer in the jurisdiction of that state. 

Until three years ago, we were unaware of nexus implications 
as it relates to taxes. In 2005, we began to hear more about nexus. 
We became aware of a situation in which the State of New Jersey 
had stopped another boat manufacturer’s boat load due to nexus 
issues. We researched what nexus meant to us. Our activities within 
all states are the same. We operate according to P.L. 82-272. Our 
boats are sold to independent dealers. All orders are taken within the 
State of South Carolina via the telephone or internet. Boats are paid 
for before delivery is taken by the dealer. Sales representatives from 
Stingray may travel to see a dealer from time to time but do not 
operate a “Stingray office” within that state. Dealers visit Stingray 
each year to review new products and test drive the boats. The boats 
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may be delivered to the dealer on our trucks or by a contract carrier. 
We reimburse the dealer for warranty work performed by them on our 
boats. We believe we are operating within the law. 

II. The State of Maine vs. Stingray 

In 2006, a revenue agent from the State of Maine sent a letter 
to us regarding our actions within that state. I responded to Mr. 
Flynn (representing the State of Maine), that we believed that we 
were operating within the confines of the law. After I had completed a 
nexus questionnaire, Mr. Flynn told us that we had created nexus by 
paying the independent dealer for warranty work performed on one of 
our boats. I assume that the dealer paid tax to Maine on the amounts 
received from us as payment for the work done in Maine. Stingray 
did not perform the work, but because we had paid the dealer, Maine 
claimed that our action created nexus. I objected to the revenue 
agent, but we decided it would be less costly to pay the retroactive 
taxes and fines than to pursue the matter in the courts. The State of 
Maine agreed to require us to file tax returns and payments covering 
the years 2003 through 2005 and to abate any penalties during this 
period. 
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III. Washington State vs. Stingray 

In mid 2006, we received notification from Washington State 
that we had created nexus with that state as well. In this case, 
revenue agent DeLay cited that we had significant activities within the 
state of Washington which created tax nexus. Mr. DeLay told me that 
because we were a member of the Northwest Marine Trade 
Association (NMTA) it demonstrated that maintaining a market in 
Washington State was crucial to Stingray, thereby creating 
“significant activity" and nexus. We maintained a membership in the 
NMTA to receive a manufacturers discount on floor space at the boat 
show for the dealers in the state and hold our spot for floor space in 
the future. Because of Washington State’s allegations, we have 
cancelled our membership in the NMTA. 

Mr. Delay cited the fact that our sales representative travels to 
Washington State as another reason Stingray created nexus. Our 
sales representative, who lives in Nevada, travels to visit the 
Washington dealer approximately three times per year. Sales calls to 
the independent dealers are to discuss improvements to the boats 
and other business issues. This Washington dealer had approached 
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us to sell Stingrays. The dealer had flown to South Carolina to meet 
with our vice-president of sales and company president. The dealer 
tested our product while here and we mutually agreed we would be 
good for each other. Since being approved, all orders have been 
taken via the telephone or the internet. I have appealed to the 
Washington State Department of Revenue the tax ruling by the tax 
agent and I am awaiting a resolution. 

IV. The State of New Jersey vs. Stingray 

On July 23 rd , 2007 I received a call transferred over from our 
truck fleet dispatcher at 10:15 am. The person on the other end was 
Ms. Kostak, a revenue agent for the State of New Jersey. I was 
immediately told that our truck had been pulled over at the weigh 
station on the interstate highway and could not move until we paid 
New Jersey for jeopardy assessment taxes. I asked Ms. Kostak why 
they were doing this. I was told that we had a dealer in the state of 
New Jersey. This incident was becoming unbelievable, so I asked 
her to fax me proof that she was who she said she was. I asked what 
I could do to let the driver go and I was told to pay the New Jersey 
Division of Revenue money. I asked how much and I was told it 
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depended upon our sales into New Jersey. I looked up the sales for 
the past seven years as requested and Ms. Kostak quoted me a price 
of $46,200 to release the truck. I then told her I would need to 
discuss the issue with our company president. Ms. Kostak told me I 
had until 1pm that day to get them the money or the truck would be 
impounded and we would need to make arrangements to retrieve the 
driver. ! asked her, “Can I not send you a check or work something 
out to let the truck pass through New Jersey?” and I was told to wire 
them the money. 

I first talked to our truck driver and asked him what had 
happened. Our driver was passing through the State of New Jersey 
carrying a load of boats for delivery into Massachusetts. Our driver 
told me that the agent pulled his rig over at the weigh station and 
asked him if we had a boat dealer in New Jersey. The driver had 
never delivered into New Jersey and told the agent, Ms. Kostak, that 
he did not know. {Our driver told me that there were ten other trucks 
stopped at the weigh station for the same interrogation.) Because he 
did not know whether we have a New Jersey dealer, he gave Ms. 
Kostak our home office number and the dispatcher’s name. Ms. 
Kostak called our dispatcher and found out that we have a dealer in 
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New Jersey, asked more probing questions and then was passed 
over to me. 

After talking to Ms. Kostak, I discussed the situation with our 
company president. We decided to call another boat manufacturer 
who also had been stopped by a New Jersey revenue agent while 
transporting boats through New Jersey. Their company president of 
told us that his boat company had spent over $140,000 in legal fees 
and the issue was not yet resolved after two years. We were also 
given contact information for the company’s attorney. I contacted the 
attorney to find out our options. The attorney was not encouraging 
and did not feel we could win against the State of New Jersey. The 
attorney told me that it was very likely that unless we paid the amount 
requested, our trucks would be stopped each time thereafter in New 
Jersey. The attorney suggested that we pay the amount demanded 
and then appeal in the tax courts of New Jersey. After consultation 
with our company's president, we decided to pay what Ms. Kostak 
demanded so that we could free our load of boats to be delivered and 
let our driver go. 

I called Ms. Kostak again, by now it was close to 12:30 in the 
afternoon. I told Ms. Kostak that I was appalled by how the State of 
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New Jersey was operating. I asked her how we had created nexus 
with New Jersey. I told Ms. Kostak that we believed we were 
operating within the law. Ms. Kostak told me that because our trucks 
had delivered our boats into the State of New Jersey that this action 
created nexus. Ms. Kostak reminded me of the deadline to pay them 
the money or our boats would be impounded. I knew we had boats to 
deliver into another state and my only choice was to wire the money, 
which I did. Ms. Kostak had to certify that the funds were in the bank 
before releasing our property. Finally, at 1:30pm our truck and driver 
were on the road again. 

When our truck crossed the New Jersey state line, Stingray did 
not have an outstanding issue, warrant or any other legal matter or 
business activity with New Jersey. If fact, the State of New Jersey 
did not know we had an independent dealer in the state. Ms. Kostak 
gathered “evidence” along the way to invoke a jeopardy assessment 
against Stingray. The manner in which the State of New Jersey 
acted is commonly defined as extortion. Fortunately, I have never 
been the victim of a crime in my life. But, that day in July, I believe I 
was strong-armed by a state of the United States of America. Under 
the theory that nexus existed, I and my company were treated like 
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someone on the run from the law. This entire episode was an 
unbelievable manner in which to conduct business. Since that day, 
we have paid New Jersey almost double the original amount that 
Stingray “owed” in interest and taxes. Lawyers tell me that because 
of federal law (P.L. 86-272), New Jersey’s tax imposition is likely 
unconstitutional. 

V. Conclusion 

I thank the Chairwoman and Members of the Committee for 
inviting me to testify and submit this written statement. I believe that 
the small businesses of America are well served by the Committee’s 
attention to these issues so important to our survival and future 
business in America. 

I am sure each state within the United States has reason for 
“interpreting” P.L. 86-272. Unfortunately for small business, the end 
result is confusion, unexpected costs, another “hat” for small 
business owners to wear and as testified above a restriction to 
interstate commerce. I urgently ask that Congress enact the 
Business Activity Tax Simplification Act recently introduced by 
Congressmen Boucher, Goodiatte and others to clarify 
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P.L. 86-272, and thereby te eliminate the unwarranted time and cost 
burdens placed upon small businesses that participate in interstate 
commerce. 
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Testimony of Mr. Stephen Joost, Firehouse Restaurant Group, Jacksonville, Florida 


Members of Congress, Ladies and Gentlemen 

Thank you for allowing me to testify before your committee today. 
My name is Stephen Joost. I am the Chief Financial Officer and 
Principle in Firehouse Restaurant Group, Inc. otherwise known as 
Firehouse Subs. Firehouse Subs is an emerging national chain of 
sandwich shops. Currently we have 3 1 2 restaurants operating from 
Las Vegas Nevada to Washington D.C. We started in Jacksonville 
Florida 13 years ago. Through our franchising efforts we 
employee over 5,000 people and have achieved national sales of 
over $200 million. Firehouse Subs has helped numerous 
employees, franchisees and area representatives achieve their 
American Dream and yes, some have become very wealthy. On 
the national level, franchising has also made a tremendous impact 
on the economy and the entrepreneurial spirit of Americans. 
According to a 2008 International Franchise Association 
Educational Foundation study conducted by 
PricewaterhouseCoopers, there are 909,000 franchised businesses 
in the United States, employing 21 million workers (directly and 
indirectly), responsible for $2.3 trillion in annual economic output. 

However, during that time, we have come across some serious 
impediments and challenges to our growth. There are always the 
usual impediments to growing a business such as competitors 
coming out with a better product, access to capital, real estate 
locations, paying competitive wages... etc. However, there have 
been several artificial barriers, complexities and tax traps created 
by Government that have hurt my business over the years that have 
led to unwarranted expenses and wasted money. I am here today 
to help explain what myself and my company have been through 
and to add suggestions as to how you can help. 

One of the more perplexing problems facing a growing business is 
interstate commerce. With our system of federal government and 
independent states, each state is allowed to create its own laws. 
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This has led to the implementation of many different laws with 
many different standards. Examples are differing disclosure 
requirements in our disclosure documents, differing sales tax 
methods and rates, and differing income tax laws and application 
thereof to name just a few. These differing laws and standards 
upon which they are applied have necessitated my company to hire 
a plethora of tax accountants and lawyers to help us comply with 
the regulations, file the various tax returns and documents each 
state requires, and to help us employ various strategies to limit our 
liabilities. Sometimes I wonder what business I am in. 

One of the more disturbing problems created by state governments 
is that of state income taxes and franchise taxes. As economic 
growth has slowed, so has state revenue growth. According to 
Allison Grinnell of the Rockefeller Institute, state tax revenue 
totaled $147 billion in the third quarter of 2007 — a 4.4 percent 
increase over the 3rd quarter of 2006. However, when adjusted for 
legislated tax changes and inflation, total state tax revenue declined 
by 0.6 percent. Therefore, many states are looking for money. 

One of the ways they do this is through state income taxes and by 
taxing corporations who are not located in their state through a 
mechanism called nexus. 

In its simplest form, Nexus means a connection. Certain activities, 
as insignificant as they may seem, may establish nexus (a 
connection with a state that subjects you to its tax laws). A 
company may have unknowingly had nexus with a state for many 
years. It might even be responsible for back sales tax, franchise tax 
and/or income taxes, penalty and interest for past years. Examples 
of creating nexus, that an ordinary person would not think of are 
having a sales representative solicit business in a state, traveling 
for a meeting with franchisees in a state, traveling to inspect a 
store, even the mere solicitation of business in a state without 
having ever entered the state can trigger nexus rules. 
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Worse yet, the nexus standards between states vary widely, and 
wildly. Furthermore, the nexus standards within a state can also 
vary depending on what tax is being imposed. For example the 
nexus standards for franchise taxes can be much broader than they 
are for income taxes. This means that companies that could be 
exempt from paying income taxes in a certain state may have a 
franchise tax liability if they do business in that state depending on 
how that state defines nexus. 

Furthermore, since each state has its own departments of revenue, 
interpretations on how the laws are applied can change. 

Once a nexus is established, states also get into the game of 
apportionment. Apportionment is a formula to figure out how 
much income is attributable to a specific state’s income tax. 

These apportionment rules are often changed by the individual 
states to help them gamer an advantage over other states. 

Currently, my view on the subject matter is the way states are 
imposing burdensome rules, and changing them every year is, first 
it is an unfair tax on intellectual property and secondly it has 
created a subsidy for lawyers and accountants. The fact that the 
whole Firehouse Subs concept was created in Jacksonville Florida 
and the fact that franchisees pay us a royalty for the use of our 
name, our products, our training and methods of operation should 
not involve other states. All the intellectual property, trademarks, 
and business practices were created in Jacksonville. When people 
pay us for the use of this property, that is the essence of 
franchising. I have not heard of other states taxing the real 
physical property of other states and yet while intellectual property 
can not necessarily be consumed or touched, it is none the less of 
the same and sometimes more value than real physical property. 

I believe these rules more specifically have created an unintended 
attack on the franchise business. While I know I am not, nor my 
company is opposed to paying taxes, we are opposed to having to 
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spend hundreds of thousands of dollars to figure out how to do it 
because we have to hire an army of accountants and lawyers to do 
it. What is needed, and what I would recommend is a single set of 
rules defining what constitutes nexus and how it will be applied in 
the 50 states. More importantly, nexus should be defined in a more 
conservative and common sense way than is being commonly 
applied today. The fact that if I merely step foot in a state creates a 
taxing event is incredulous. Even at the end of the day, if I did not 
agree with your definition of nexus, that fact that there was one 
standard applied across the country would be a great relief to 
myself, my company and to the franchise world. 

Thank you for hearing me out today. I hope my testimony has 
helped shed some light on this very important topic. If you have 
any questions I will be happy to answer them. 
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Senior Vice President, Government Affairs 
Consumer Electronics Association 

On behalf of the Consumer Electronics Association (CEA), 1 appreciate the opportunity 
to appear before you today to highlight a critical issue impacting American small businesses. 

By way of background, CEA is the premiere U.S. trade association that represents the 
$161 billion consumer electronics industry. We are also the owners and producers of America’s 
largest annual tradeshow, the International CES, held every January in Las Vegas Nevada. 

Our more than 2,200 members are involved in the design, development, manufacturing, 
distribution and integration of audio, video, in-vehicle electronics, wireless and landline 
communication, information technology, home networking, multimedia and accessory products, 
as well as related services that are sold through consumer channels. CEA’s members include 
virtually all of America’s top technology companies as well as many of the leading retailers. 

Approximately eighty percent of our members are small businesses. In fact, our small 
business members are located in each state represented on this Committee. At the 2008 
International CES, almost 1,000 small businesses exhibited; confirming that true American 
entrepreneurship is alive and well. 

Small businesses are the life blood of the United States economy. Given our recent 
economic uncertainly, it is more important than ever that our legal environment allows small 
business to thrive. To do so, they need to be subject to consistent regulatory treatment, and fair 
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and predictable taxation. Unfortunately, our small businesses are now being threatened with 
onerous and inappropriate taxation by the states. Congress needs to act quickly to stop this 
alarming trend. 

Specifically, an increasing number of states are using “economic nexus” theories to levy 
income and franchise taxes against out of state companies that have customers but no physical 
presence in the taxing state. These taxes chill investment and violate the U.S. constitution by 
unduly burdening the free flow of interstate commerce. 

The problem is grow ing. As of today, a dozen states have developed a statute or 
regulation that establishes an economic nexus without a physical presence. Several others have 
made a similar decision at the administrative or judicial levels. 

The problems engendered by this growing “crazy quilt” of state levies are obvious. 

Small businesses are faced with burgeoning compliance costs. They face an unclear business 
environment with no way of estimating where and when they will be taxed. Business expansion 
is chilled, especially when it comes to electronic commerce which inherently crosses state 
borders. And companies face the risk of duplicative taxation, since they also face legitimate 
taxes from the states in which they are domiciled. 

Atlantic Technology, a small business based in Norwood MA, is a typical example. A 
true model of American ingenuity, Atlantic Technology was founded in 1989 by Peter Tribeman 
and produces a variety of home entertainment products, including high-performance multi- 
channel speaker systems and state-of-the-art home theater electronics components. Although the 
company has no physical presence in the state of Washington. Washington’s Department of 
Revenue has continually taxed Atlantic Technology because of their use of independent sales 
representatives. While the company contested this assessment, they were faced with additional 
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tax levies by other states including Pennsylvania and Florida. Fighting this barrage of state taxes 
will require the use of scarce resources that should be going toward building the business. 

Mitek, a family-owned and operated business, which is based in Phoenix, Arizona, is 
facing a similar fight. Mitek produces well-known mobile audio brands such as MTX Audio and 
StreetWires. Mitek has been hit with business activity taxes in several states, including 
California, Washington and Michigan, strictly based on the use of nonexclusive independent 
representatives. 

For Atlantic Technology, Milek and numerous other companies that are forced to pay 
taxes in states where their company has no physical presence; these taxes are negatively 
impacting innovation and the overall economy. The continued growth of the consumer 
electronics industry is due in part to the success of the Internet, which has created a national 
market for many small businesses. Unfortunately, the threat of being subject to out-of-state 
business taxes may lead some companies to cut ties and refuse serve customers. 

It is imperative for Congress to step in and assume its constitutional responsibility to 
ensure that commerce is not harmed by unfair taxation. The Business Activity Tax 
Simplification Act, H.R. 5627 would provide the much needed relief to small businesses. We 
applaud the leadership of Representatives Rick Boucher (D-VA) and Bob Goodlatte (R-VA) in 
introducing this important legislation. H.R. 5627 will provide clarity by providing a bright line 
definition of physical presence. Most importantly, it provides relief to business by clearly 
preempting states from taxing corporations with no physical presence. 

Let me be clear - our member companies are not asking for relief from legitimate 
taxation. We are asking to restore a simple principle: a tax should not be imposed by a state 
unless that state provides benefits or protections to the taxpayer. H.R. 5627 will not result in 
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reduction in taxes paid by businesses. Rather, the bill provides that only businesses receiving 
slate and local benefits derived from such taxation like education, transportation, fire and police, 
should be subject to such taxes. Furthermore, the legislation will not impact states’ ability to 
collect income or other legitimate taxes from its residents. 

Congress has historically acted to invoke its Commerce Clause authority. For example, 
Congress enacted the Federal Aviation Act to prohibit slates from imposing “flyover taxes,” 
ensuring that aircrafts were only taxed by states where they take off and land. Recently, 
Congress enacted legislation to prohibit taxing Internet access and prohibit multiple or 
discriminatory taxes on electronic commerce. We urge Congress to act again to provide relief to 
small businesses that carry the heaviest burden when subjected to these predatory taxes. 

As you know, small companies with fewer than 20 employees already spend significantly 
more per employee to comply with federal regulations, including tax compliance when compared 
to larger businesses. With this in mind, we need to protect small business from inappropriate 
taxation This legislation will provide relief and greater clarity for small businesses, which are 
the lifeblood of the U S, economy. Therefore, 1 respectfully urge you to say no to taxation 
without representation and support the Business Activity Tax Simplification Act (BATSA). 
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I INTRODUCTION 

Madam Chair, Members of the Committee, 1 want to thank you for the opportunity to 
testify on the economic importance of reforming BAT. I am Peter Johnson. Vice 
President for Research Strategy and Platforms and Senior Economist of the Direct 
Marketing Association (“DMA”). I am in my seventh year serving the DMA in this 
capacity, having taught economic policy at Columbia University in New York City full 
time from 1991 to 2000.' 

The DMA is the largest trade association for businesses delivering value to customers 
directly. Founded in 1917, the DMA today has over 4,700 member companies in the 
United States and 53 foreign countries. The membership of the DMA has had a long- 
standing interest in helping policy makers understand the legal and tax underpinnings of 
inter-state commerce. My research on the physical presence test in regard to the amount 
of uncollected sales or use taxes arising from Quill protections of Internet Commerce has 
been presented before other committees on several different occasions by my colleagues 
at the DMA, and cited by others before hearings at the state level in Florida, Illinois, 
Virginia and California, among others. 

I wish to emphasize that I am neither a tax attorney nor a Government Relations 
professional. In today’s testimony I hope to bring an economic perspective to the debate 
surrounding Business Activity Taxes. I hope these will encourage you to undertake these 
most needed reforms. 


II. ARGUMENT IN BRIEF 

Our tax counsel, George Isaacson, has made clear the DMA’s position regarding these 
issues from the perspective of the Constitution and Federalism. Our position has been, 
and continues to be, that a clear physical presence standard for nexus is appropriate, 
whether in regard to BAT or transaction taxes. Without such a test, state tax policy risks 


1 I would particularly like to thank my colleagues Mark Micali, George Isaacson, Anne Frankel, Michelle 
Carrera, and Dr. Yory Wurmser in prepanng this testimony. 
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running afoul of the Interstate Commerce clause, and becoming economically 
burdensome and discriminatory. 

Speaking as the DMA economist, my putpose today is to make clear the economic 
implications of the physical presence test, and the reduction in discriminatory burdens to 
which we hope it will lead. 

As I review the policy debate concerning BAT reform, I note most of it has focused on 
the size of tax loss to state treasuries. Opponents of HR 5267 and its predecessors point 
to the expected loss to state treasuries, and claim that without the right to levy BAT, local 
commerce will continue to pay tax, while inter-state commerce is asking for special 
treatment, and seeking to avoid shouldering its fair share of the costs of state services. 

Framing the debate in terms of local commerce and inter-state commerce is terribly 
misleading. What this debate is really about is whether state tax policies should be used 
to divert interstate commerce through one set of marketing channels as opposed to 
another. The concern about losses to State revenues is only part of the story. The rest of 
the story is how Business Activity Taxes by their nature are economically rational for one 
type of interstate marketing, but represent a discriminatory burden for another. 

Thus, in the remarks that follow, I intend to show first what these two types of interstate 
commerce look like from a marketer’s perspective; second, how BAT fits with one but 
discriminates against the other; and third, the wider economic gains to be had by 
releasing direct marketing from these discriminatory burdens through a clear physical 
presence test. 


III. TWO FORMS OF INTER-STATE COMMERCE: 

ORIGINAL MARKETING VS. DESTINATION MARKETING 

To defend the claim that BAT is burdensome and discriminatory to direct marketing, one 
must consider not only the absolute level of taxes posed, but the relative impact on the 
underlying efficiencies of the business models involved. 

From a historical perspective, interstate commerce begins on the demand side, with 
national manufacturing in the nineteenth century. The development of national 
transportation networks of canals, railroads, and then interstate highways and air 
transportation offered increasing returns to scale in the mass manufacture and shipment 
of physical products. This is, of course, fairly obvious, and not what is at stake in BAT 
reform. 

What is at stake in BAT reform is how these nationally manufactured or distributed 
products would reach their end customer on the demand side, i.e., the households or small 
businesses scattered across what would eventually be an entire continent, divided into 50 
separate states and thousands of sub-state jurisdictions. To bring their goods to their end 
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customers across America’s vast distance required national manufacturers to develop and 
use efficient marketing channels. 

Let me be clear what 1 mean by marketing channels. These are the set of planned 
business activities undertaken to bring potential buyers and sellers into contact with each 
other, then facilitate transactions among those who wish to do so. In economic language, 
marketing channels seek to reduce both “search” and “transaction” costs. 

Over time, it has become clear that for national manufacturers to reach the full range of 
their end customers required the development of two distinct types of marketing 
channels. The first of these, mass marketing, invests in physical infrastructure of retail 
outlets that capture increasing returns to scale in transportation and communication 
channels to supply geographically-concentrated markets. The other form, direct 
marketing, capitalizes on increasing returns to scope in third-party communication and 
distribution channels to aggregate end-customers across geographically dispersed 
markets. 

In principle the two forms of inter-state marketing complement one another. A fully 
efficient national economy would combine the two in ways that reflect the efficiencies 
scale and scope offered by the marketing channels at any given time. However, these 
marketing channels also represent revenue streams for taxing authorities. Tax policy 
decisions represent sticky investments by public authorities that tend to divert business 
activity towards one set of channels and away from another. 

This facts concerns both national sellers and end-customers who find it more cost 
effective to use direct marketing to find each other like needles in the haystack that is the 
national economy of 250 million consumers and some 3 million or more businesses. And 
because finding each other requires them to cross so many legal jurisdictions, direct 
marketing sellers and end customers are uniquely vulnerable to the collective decisions of 
these thousands of taxing authorities. 


Mass Marketing: Geographic Concentration From The Response Monopoly 

Mass marketing is essentially a form of indirect marketing, in which the national 
manufacturer or seller is separated from the end-customer by business intermediaries of 
wholesalers and above all, geographically concentrated retailers. While this separation of 
ultimate seller from ultimate buyer is to some degree a natural by product of economies 
of scale in transportation costs, the extent of this separation is not, nor is the degree of 
economic concentration in mass retailing this now represents. 

The twentieth century’s large and increasing returns to scale of geographically 
concentrated retail channels is largely an artifact of the economics of mass 
communication media, particularly the domination enjoyed in the twentieth century by 
mass produced newspapers and electronic broadcast media. During this era, the 
economics of mass “one to many” communications” made it highly cost-effective for 
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national manufacturers to generate publicity about the lower cost, reliability and 
availability of their products by making large purchases of advertising space in urban 
newspapers, and then large blocks of time on broadcast radio and television networks. 
Their goal is what marketers now refer to as “brand awareness”. 

From an economic point of view brand awareness was really only a poor substitute for 
the thing that mattered: sales to end customers. Because neither newspapers nor 
electronic broadcast media offered two-way communications in much of the twentieth 
century, the end-customer’s primary (usually, their only) response channel (ie way of 
purchasing) was a local retail outlet. 

It is their local monopoly as the response channel that ultimately shifted the economic 
balance of power away from national manufacturers and towards retailers. By making 
their own media buys, large retailers could advertise the fact they carried - and 
discounted - nationally manufactured brands. Because they bore the risks associated with 
unsold goods, and controlled the end pricing, proprietors of retail outlets soon discovered 
they enjoyed increasing returns to scale of their own, returns to scale that were often 
superior to those of national manufacturers or distributors. 

To the returns to scale offered by their dominance of the response channel, retailers could 
further reduce transaction costs for their end consumer by locating in population centers 
with low cost transportation nodes. Together, these increased returns to scale promoted a 
progressive concentration of retail outlets, forcing local grocery and hardware stores to 
lose competitiveness to supermarkets and department stores, who in turn consolidated 
into city-wide retail chains. In turn, these urban supermarkets and department stores 
became less price competitive than suburban shopping centers, until ultimately, big box 
retailers emerged as the most price retail channels so far. 


Destination-Based Marketing: Direct Marketing 

For all the competitive price efficiencies achieved by mass-market retail channels, it is 
important to recognize there are inefficiencies inherent in geographically concentrated 
mass market retailing that even now are not fully appreciated. 

In particular, demand from individual end-customers who share a specialized need or 
want must often be sacrificed by geographically concentrated mass marketing’s quest for 
economies of scale in transaction costs. So too must new products, or offerings from new 
national suppliers that do not fit the cost structures demanded by mass marketers. 

Direct marketing’s comparative advantage over mass marketing lies in its ability to 
maintain the direct connection between a national or regional seller and their end 
customer. Given the superior economies of scale for mass marketing of commodities, 
however, direct marketers can generally only do so profitably by aggregating demand 
that is thinly dispersed across a wide number of separate geographic destinations into a 
pool that is large enough to be served economically. 
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Allow me to present this business model of serving dispersed end-customer markets in a 
little detail. To create such “virtual” markets of dispersed end-customers, direct 
marketing must invest heavily in reducing search-costs both for themselves and end 
customers, while asking end-customers to bear some of the cost and risk in transacting. 

Direct marketers reduce search costs for themselves by first investing in lists of prospects 
or customers. These individuals will be selected for promotions based on their probable 
response behavior- i.e. a likelihood of buying a particular type of product or service, 
often as revealed by having bought a similar type of product in the recent past. Because 
communicating offers on this individualized basis expensive, direct marketers developed 
statistical and financial disciplines to reduce expenditure on promotions to potential 
buyers who are less likely to respond to their product offers, and concentrate only on 
those that are more likely. 

It is the ability to track and predict customer response that is the main driver of efficiency 
in direct marketing. To take advantage of economies of scope in aggregating end- 
customers, communications channels need to direct observe response by the end- 
customer to the offer. To minimize responses diverted to retail channels and minimize 
lost response arising from unnecessary search costs borne by the end customer, it 
becomes economically necessary for direct marketer to shoulder their end-customers’ 
search costs as well. 

This capacity to track and analyze response is itself determined by the availability of 
communications channels that allow end customers to respond through channels other 
than retail middle-men. Unfortunately, for many years, the only nationally efficient 
network which allowed end customers to respond to them at an affordable price was the 
national postal network . } 

The second major way in which direct marketers absorbed search costs was through the 
use of introductory offers for new customers. Because many buyers are unsure of the 
value of products offered them at distance from firms with which they were not 
previously acquainted, there is an implicit new customer ‘discount' that had to be over 
come through special discounts not offered to previous buyers. Such subsidies to new 
customers were often a necessary loss that would recouped only from a certain fraction of 
such new customers who convert as repeat customers with a high life-time value (LTV), 
and for which rigorous financial analysis is required. 

It is in how direct marketing addresses transaction costs for end customers, especially in 
fulfillment, that the virtual marketplace is at a relative disadvantage. Most obviously. 


2 Not until the deregulation of long-distance charges and the development of toll-free dialing (800 numbers) 
could direct marketers speed response time through electronic communications. This allowed marketers to 
introduce response-based advertising in print and broadcast, but only on limited basis for space and time 
that was sold in ‘spot’ markets. In fact. FCC regulations for many years actually required that such 
advertising spots only be made available merchants of products that were not available in stores; hence the 
famous phrase "not available m any store.” 
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national vendors face shipping and handling costs that are on average substantially higher 
than is the case for mass marketers. To contain total transaction costs the marketer must 
be able to incur transportation and settlement charges on a variable cost basis. This means 
they must be able to engage the services of common carriers with increasing returns to 
scope in their delivery or fulfillment charges on an as-needed basis. 

Even so, higher average transaction costs have historically placed strict limitations on the 
range of product offers which marketers could expect customers to respond to, and have 
delivered to them on a variable-cost basis. Initially, when the only addressable network 
was the Post Office, products that could be marketed in this way were often limited to 
small or content-based products, such as magazines, hobby and craft items, apparel, toys 
or credit-card offers, etc. that could be sent as printed matter or parcel post, (The 
exception was when the end-customer was so far distant from retail outlets that the high 
fulfillment costs represented a small fraction of the final price.) 

Even given this limited range of products, the economics of the virtual marketers 
generally require the end-customer to bear a portion of the distribution and settlement 
costs and risks. This includes cost of shipment in the event of returns. This is something 
mass marketers generally do not. Indeed, doing so is often necessary to distinguish 
serious customers or prospects from those who are merely “window shopping.” 

Economic Benefits From Direct Marketing. 

Most obviously, the first beneficiary of this marketing method are end customers with 
specialized needs that are not met through mass marketing channels. By investing in lists 
and predictive analysis to identify prospects most likely to respond to their offers, 
absorbing their response costs, and by avoiding the overhead costs involved in physical 
infrastructure, direct marketers discovered they could identify and serve latent demand 
within widely dispersed markets that could not be efficiently served by traditional 
marketers’ focus on reduced transaction costs to geographically concentrated markets. 

The second benefit accrues to small businesses. When fully integrated throughout the 
organization, direct marketing processes increase the organization's overall efficiency, 
eliminating waste throughout the organization, leading to highly focused efforts in every 
area from initial product research and development decisions through final customer sales 
and service. With initial overhead investment in physical infrastructure minimal, and 
variable marketing costs, there are relatively low barriers to entry. 

Historically, because of the response monopoly enjoyed by local retailers, efficiencies 
that could be achieved by investing in returns to scale in lower transaction costs greatly 
outweighed those available to direct marketers. At some point in the growth of direct 
marketing businesses, therefore, there often would come a point in which the volume of 
customers so constructed shifts the logic from direct to mass marketing. Many of today’s 
most famous multi-channel retailers (i.e., retailers with both retail stores, Internet 
websites, and, in some cases, catalog operations) began as pure-play direct marketers but 
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who, once they achieved a certain sales threshold, found it more efficient to complement 
their direct sales by opening retail distribution networks. 

What has changed over the years is that the relative returns to scope have improved 
relative to the increasing returns to scale. This is largely thanks to the proliferation of 
response-based channels, particularly the Internet, and databases that further increase the 
returns to scope in employing remote response channels. 

Indeed, as can be seen from the accompany tables 1 and 2, direct-marketing based non- 
store retailers represents a small fraction of total retail commerce - roughly 5% of the 
total number of firms, and slightly larger proportion of total sales in this sector. Yet non- 
store direct sellers are significantly smaller and more efficient. This trend is increasing, 
as mass marketers continue to consolidate, and direct marketers continue to embrace new 
market entrants. 

In fact, even before the emergence oflntemet commerce, the non-store retail sector the 
average number of employees was about 10% less than in the traditional retail sector, and 
for each employee, these small direct marketing businesses achieved about 25% more 
sales. As the Internet has increased direct marketing’s ability to compete nationally, by 
offering more customer response opportunities, the trend to smaller businesses in non- 
store retailing has intensified. The average number of employees in mass marketing 
retail firms can be estimated to be about 14.1 in 2007, a 12% increase in average size. 

Today, average return on investment in direct marketing channels is over $1 1; in mass, it 
is in the vicinity of $6. 

Secondarily, more and more product for sale via interstate commerce is “content”-based 
that can now be transmitted digitally rather than shipped in bulky analog format. Even in 
the age of Google, direct marketers are investing heavily in both paid and organic 
“search” by customers. 

For all these reasons, large geographically based mass marketers are increasingly 
concerned about their long-term competitiveness. And they should be. The number of 
non-store retailing firms has continued to decline, dropping an estimated 3% in the last 
decade. While their total sales increased 52% in this period, total sales in the non-store 
sector increased in the same period, by my calculations, by about 1 30%. 

So while mass marketers are clearly not suffering in terms of absolute growth, they are 
clearly losing competitiveness in relation to the smaller and more nimble competition 
fostered by direct marketing. It should nor surprise us, therefore, if many of traditional 
mass retailers see a potential competitive burden on their smaller direct competitors from 
state and local tax structures as not a bad thing. 



58 


THF. PHYSICAL PRESENCE TEST IN INTER-STATE COMMERCE . 

As I hope is clear from the broad-brush picture I have just painted, direct marketing is not 
different because it is interstate - mass marketing retail distribution is also. Nor is direct 
marketing synonymous with inter-state retail distribution of tangible consumer goods. In 
fact, thanks to the proliferation of addressable communications and distribution channels, 
increased efficiencies in data measurement and analysis processes, and the proliferation 
of content-rich products and services, direct marketing is increasingly utilized at the local 
and regional level also. 

What is crucial is direct marketing’s ability to bring end customers and sellers together 
directly. But because some direct marketing efficiencies can only be realized by 
aggregating customers from across all 50 states, and 30,000 sub-state jurisdictions, these 
efficiencies are acutely vulnerable to taxes imposed at the sub-national level. To put the 
BAT controversy in context, it must be recognized that the physical presence test 
originated in the arena of transaction taxes as protection against administrative policies 
tailored with the economic efficiencies of geographically concentrated marketing in 
mind. 

Origin of the Physical Presence Test: Transaction Taxes. 

By the twenties, mass marketing advantages enjoyed by broadcast media created a boom 
in transactions in tangible goods available for sale in supermarkets, department store, 
franchises, and dealerships. State and local tax authorities found it economically rational 
to shift more of their total tax revenues to consumers by levying transaction (sales) taxes. 

As a matter of law, transaction taxes are levied on the purchaser, and are owed to the 
jurisdiction where the purchaser resides. However, because of the large number of 
transactions involved and the accompany regulatory issues between taxable and exempt 
products, excluded transactions, filing requirements, audit arrangements and appeal 
procedures, such a pure “destination" basis would have raised transaction costs 
substantially. Such a policy would have undercut the basic economic logic of the origin- 
based marketing model. 

So, as a matter of tax administration, these transaction taxes were converted to Business 
to Government (“B-to-G”) taxes payable by the retailer, who could use their economies 
of scale to collect the tax much more efficiently at the point of sale as a “C-to-B" tax. 
Thus, what in law began (and technically still remains) a ‘destination’ sourced tax 
became, from the point of view of administrative convenience, de facto origin-sourced. ’ 

Because of the economies of scale involved, this burden on local retailing was far less 
than if consumers were asked to bear the compliance costs directly, Moreover, the tax 
was compensated for in other ways. Retailers increasingly came to seek, and states and 
localities, to grant, substantial tax breaks and incentives such as tax increment financing. 


3 This can be seen in the fact that local retailers are ultimately liable to the state for transaction taxes owed, 
even if they chose not to collect them from their end-customers. 
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to encourage them to locate stores within the relevant jurisdiction. In addition, indirect 
subsidies have increasingly been provided to large chain store retailers by states and 
localities in the form of municipal bond financing, infrastructure construction, and even 
the use of eminent domain. 4 All these policies are consistent with traditional retailers’ 
overall competitive strategy of increased sales through lower transaction costs. 

Similarly, local retailers also encouraged states to impose this origin-based administrative 
system on direct marketers by requiring them to collect and remit taxes also. On appeal, 
tlte Supreme Court consistently held that such an arrangement was, from the point of 
view of both due process and the inter-state commerce clauses, both unfair and 
economically burdensome. Most obviously, out-of-state companies had no way to 
influence the state and local tax burdens that are imposed on them. Moreover, the 
compliance burden placed on sellers that was resolved for mass marketers by the 
administrative convenience of origin-based administration produced the opposite effect 
when magnified across all 30,000 jurisdictions with the authority to levy transaction 
based taxes. 5 

Thus was bom the physical presence test. In this test, the court originally stipulated that 
an out of state retailer could not be required to collect and remit transaction taxes unless it 
had at least one retail outlet within the borders of the taxing jurisdiction. In the realm of 
transaction taxes, the physical presence test prevents the administrative solution that 
serves local retail interests in reducing transaction costs from disproportionately 
burdening its destination-based business model, even to the point of annihilating it. 

Evolution of the Physical Presence Test. 


The court recognized that interstate commerce continued to grow as a share of state and 
local economic activity, and that state taxes needed to accommodate this. In subsequent 
holdings regarding the physical presence test over a number of years the Court did two 
things which allowed interstate commerce to grow organically, and stale transaction 
revenues to grow with it. 

First, the court broadened the physical presence test to incorporate more types of physical 
presence. What once required retail stores came to include other physical infrastructure 
as well: warehouses, distribution centers, offices, permanent sales forces, trucking 
facilities, and so on. All these were consistent with an appropriate state interest in making 
inter-state commerce pay its fair share of local and state service which it was physically 
present to enjoy. 

Indeed, the perceived “problem” of internet vendors not collecting use 

tax has proven to be largely self-correcting. As remote sellers grow, most of them 


4 Needless to say, these are benefits that are not available to out-of-state merchants. For example, one large, 
well-known retail chain recently secured tax breaks of upwards of SdO to 150 million in each of several 
states where it proposes to open a store, an enormous tax advantage not available to remote sellers. 

5 Currently, more than 7,500 of the 30,000 have chosen to impose transactional taxes, and the number 
grows every year 
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embark on a multi-channel sales strategy, which includes not only opening more retail 
stores, but warehouses, distribution centers, and the like. Thus, numerous direct 
marketers began to collect state sales/use taxes naturally, as their organic business growth 
led them to acquire nexus in more and more jurisdictions . 6 

Simultaneously, however, the Court accompanied this widening of the physical presence 
test by the preservation of a de minimus threshold. The presence had to be physical, not 
merely transactional or economic; and the presence could not be indirect, such as through 
the use of communication networks to solicit business, nor the mere use of common 
carriers to fulfill orders. In this way, the physical presence test standard which altowed 
state and local authorities to tax the growing amount of interstate commerce, but in ways 
that were consistent with the two basic marketing relationships involved. 

Physical Presence Test and Business Activity Taxes. 

Despite this naturally balanced approach struck by the physical presence test doctrine in 
the realm of use taxes, the application of the physical presence test to other tax streams 
has been unsettled. States and their constituencies of geographically concentrated mass 
marketers have grown concerned by the erosion of their base in transaction taxes. As a 
result, they have sought to expand their revenue streams by imposing so-called business 
activity taxes. 

As with destination-based taxation of transaction, revenue based transactions on direct 
marketing relationships in themselves are not only proceduralty unfair but violate the 
spirit of federalism. To quote the DMA’s tax counsel, George Isaacson, “Federalism 
does not work, however, when a state (or locality) attempts to export its tax system across 
state borders. At that point, the state is visiting its experiment on businesses that have no 
connection - or nexus - with the taxing state.” 

BATs have two principal features of concern here. In both features, BAT taxes penalize 
direct marketers for investing in serving geographically dispersed markets. 

First, such taxes may involve a state or locality assess “revenue" taxes on the evidence of 
a mere economic presence, such as promotion marketing activity into a given locality. 

Taxes levied on a revenue basis across multiple jurisdictions without a physical presence 
test risks is an invitation to arbitrary assessments as to what portion of a firms’ revenue is 
actually attributable to a given jurisdiction. Since the marketer will be liable for the full 
amount of income taxes owed to the jurisdictions it is domiciled or has other physical 
presence, there is a significant risk of double-taxation. In BATs, there is no inter-state 
reconciliation process to avoid double taxation, as there is among states and personal 
income tax. 


6 tn other words, recent history shows that successful Internet retailers will grow iheir businesses by 
adopting a parallel retail store strategy, and, upon doing so, commence sales and use tax collection on all 
sales (including Internet sales) to residents in states where the stores are located. 
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This is especially significant, given that for many direct marketers net income cannot be 
directly inferred from the volume of revenues flowing from current year marketing 
efforts. As noted earlier, many current-year customers are newly acquired customers that 
incur loss. For state tax authorities unfamiliar with direct marketing business models, it 
will simply not be possible to ascertain those which are actual sources of net income 
simply by noting the volume of responses. Usually, the firm itself can only ascertain this 
after the elapse of time, and across the lull sum of its marketing efforts, using life-time 
value accounting. 

Second, they can involve imposing taxes on common carriers and other parts of the 
national distribution network that are indispensable if direct marketers are to operate 
efficiently on a variable costs basis. By imposing out of state revenue taxes on the third- 
party infrastructure necessary to variable cost pricing of delivery, particularly imposing 
revenue taxes on common-carriers, revenue taxes raise the average cost of fulfilling 
orders to end customers, a fact that is particularly damaging to this business model. 

To both of the above direct burdens must be added the question of compliance costs. 

As we have seen, direct marketing firms are typically smaller, and the number of 
jurisdictions to which they must market in order to achieve economic efficiency are more 
numerous. Thus, the number of discrete jurisdictions for which they will have to incur 
BAT compliance costs for which there are not economies of scale is large. These costs 
and the associated risks of audits and litigation are proportionately higher. In the remote 
sales tax area, we have seen these compliance costs are typically four times higher, on 
average than for mass marketers, representing up 1 0% of total value owed, in comparison 
with the large mass retailers, whose costs represent somewhat more than 2%. 

What is the likely economic gain from a bright line physical presence test? 

The starting point for an economic impact analysis of tax reform legislation is the amount 
accruing to state budgets. According to assessments of an earlier version of this 
legislation undertaken by the Congressional Budget Office, the National Governors 
Association, and Ernst and Young, there could be some $400m to $4bn of revenues in 
state and local coffers arising from unreformed BAT taxes in the near and short term. 

The second step in estimating the gain to the economy is to know what portion of it is 
derived from the burdened industries. Of this amount, I estimate that an initial $1.25 
billion represents the value that would be returned to direct marketing-based interstate 
commerce thanks to a clear physical presence test. 

To arrive at this figure, I relied upon the Ernst and Young study to estimate the discrete 
impact effects of the bill’s principal provisions. However, in determining the amount 
derived from “remote" sellers, the E and Y study used federal data from 1992 - i.e, a 
version of the landscape that is now fifteen years out of date. Thus, I adjusted their break 
down by estimating a more current estimate of the distribution of remote marketing 
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activity across industry groups. This more current amount still fell within the lower range 
of estimates for 2005 losses from the three studies. 

This figure L adjusted downwards by about one-third, reflecting what I take to be the net 
effect of modifications recently introduced in HR 5267. To update the original 2005 
estimate for the year 2008 1 then estimated an overall increase arising from changes in 
nominal GDP, and a slight trend increase in state and local application of BAT to 
operations without nexus. 

The figure of $ 1 .25 billion represents only the initial tax relief. To calculate total relief, I 
next estimated the value of compliance costs that would not be incurred. These I 
assumed to be 7.6% of total taxes paid, which adds a further $95m in relief, bringing the 
immediate relief to $ 1 .345bn. 

The next step is determine what effect the transfer of this sum money from the state 
sector to the direct marketing sector would have. Within the context of the economic 
analysis I have outlined above, this total tax relief represents a net cost reduction for 
direct marketing channels, making them more attractive at the margin relative to mass 
marketing. 

Taking into account current price elasticities of demand by national marketers between 
mass and direct-marketing, a net reduction in state-imposed costs to direct marketing will 
mean that $755 million dollars in expenditure that is currently uneconomic thanks to 
BAT will be spent. As is summarized in the accompanying table 3, because of direct 
marketing’s overall more efficient return on investment in the sectors concerned, this 
would result in at least S8.9 bn in additional revenue to US firms in 2008, and SI 1,5 bn in 
2012. This additional economic activity would involve an incremental employment gain 
throughout the economy for one year of 44,000 jobs, which would increase to 49,000 
jobs within 5 years. 


Conclusion 

Although preliminary estimates that cannot take into account the provisions of the final 
legislation, these numbers suggest that a clear physical presence test, along the lines 
envisioned by HR 5267, represents an opportunity to help small business, strengthen 
America’s immediate economic output, and secure its long-term economic growth rate. 
Direct Marketing will bring wider economic benefits to US economic output, growth, 
employment, and the small business sector. 

In fact, for any given level of taxes accruing to treasuries from BAT, a disproportionate 
level of burden is placed on direct marketers than if theoretical and empirical economic 
reasons to believe the cumulative impact is more discriminatory to direct marketers than 
to mass marketers. In turn, because direct marketing is now economically more efficient 
than mass marketing, these discriminatory taxes placed on direct marketing are more 
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burdensome to the economy than if an equivalent level of taxation had been imposed on 
other forms of marketing. 

As the provisions of this bill are debated and amended, the specific economic impact will 
likely change. This makes future cost-benefit analyses attached to any particular bill 
dependent on the framework of the debate itself. As a nation, we are now a decade into a 
national conversation about how best to tailor the economics of tax regimes to capture the 
economic virtues of the virtual marketplace. 

As we have seen, the physical presence test cuts across BAT reform and other policy 
domains. Because the economic theory of this virtual marketplace has been too little 
understood, we have had a debate that has focused too much on symptoms, such as lost to 
specific state revenue streams, rather than overall state tax revenues; and debated the 
issues indirectly, such as by focusing on legal precedents, rather than directly, by 
attempting to understand what works for the overall competitiveness of the economy. 

A dear understanding of the comparative economic advantages of these two types of 
inter-state commerce, one virtual, one physical, help place the importance of the physical 
presence test in its proper context. A clear bright-line de minimus physical presence test 
is appropriate across a range of policy domains. In the case of BAT, it will lead to 
reforms which can be expected to liberate a more efficient way of doing business from 
backward-facing tax policies. Their ultimate result, unintentionally or not, is a short- 
sighted effort to restore the competitiveness of brick and mortar interstate commerce, not 
by making it more efficient, but by making direct marketing less so. 

In liberating the virtual economy from tax structures designed for the physical era of 
interstate commerce does not privilege any particular industry or segment of the 
population. It will allow direct marketing to help a wider range of small businesses and 
customers find each other at a time when mass marketing increasingly stands in their 
way. 
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Table 1: Traditional Retail Economic Performance 


Traditional Retail 
(Excluding Non-Store) 

1997 

2002 

2007 (Est'd) 

97- 07 % 
Chg 

Number of Firms 

1,073,965 

1,056,062 

1,038,159 

-3.3% 

Sales ($1 .000) 

$2,347,765,853 

$2,880,817,657 

$3,574,176,765 

52.2% 

Average Revenue 
($1,000) 

$2,186 

$2,728 


49 6% 

Total Employees 

13,485.110 

14,051,790 

14.618,470 

8 4% 

Averaqe Employees 

12.6 

13.3 

14.1 

12.1% 

Efficiency ($1000 
Sales/Employee) 

$174.1 

$205.0 

$244.5 

40.4% 


Source: DMA Analysis of US Census Bureau Data. 


Table 2: Non-Store Retail Economic Performance 


Non-Store Retailers 

1997 

2002 

2007 (Est'd) 

97- 07 % 
Chg 

Number of Firms 

44,482 

54.921 

65,360 

46.9% 

Sales ($1,000) 

$113,120,159 

$172,864,966 

$260,547,323 

130.3% 

Average Revenue 
($1,000) 

$2,543 

$3,148 

$3,752.0 

47.5% 

Employees 

505,993 

571,438 

636,883 

25.9% 

Average Employees 

11.4 

104 

9.7 

-14.3% 

Efficiency ($1000 
Sales/Employee) 

$223.6 

$302.5 

$409.1 

83,0% 


Source: DMA Analysis of US Census Bureau Data. 
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Table 3: BAT Reform Impact Estimates 



■ 2008 

2009 

2012 

Ad Spending Impact 
Baseline ($000) 

Less BAT Tax Burden 
Difference 
% Difference 

$ 183,149 
$ 183,904 
$ 755 

0.4% 

S 193,493 
$ 194,291 

$ 798 

$ 227,758 
$ 228,698 

S 939 

Sales Impact 

Baseline ($000) 

Less BAT Tax Burden 
Difference 

$ 2,158,634 
$2,167,535 
$ 8,901 

$ 2,303,296 
$ 2,312,793 
$ 9,498 

$2,791,406 
$2,802,917 
$ 11,511 

Ad Employment Impact 

Baseline 

Less Tax Sim 1 

Difference 

1,660,930 

1,667,779 

6,849 

1,698,161 

1,705,164 

7,003 

1,811,815 

1,819,287 

7,472 


Seller Employment Impact 




Baseline 

9,206,257 

9,462,400 

10,219,965 

Less Tax Sim 1 

9,244,220 

9,501,418 

10,262,108 

Difference 

37,963 

39,018 

42,143 


Total Employment Impact 

Baseline 
Less Tax Sim 1 
Difference 


10,867,187 

10,911,999 

44,812 


11,160.561 

11,206.582 

46,021 


12,031,780 

12,081.395 

49,615 
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The American Bankers Association (ABA) appreciates the opportunity to submit comments to the 
House Small Business Committee on the growing burden of business activity taxes and the recent 
introduction of the Business Activity Tax Simplification Act (BATSA). The ABA strongly supports 
this bill and hopes that Congress will work quickly to pass this legislation. 

The American Bankers Association brings together banks of all sizes and charters into one 
association, ABA works to enhance the competitiveness of the nation's banking industry and 
strengthen America’s economy and communities. Its members - the majority of which are banks 
with less than $125 million in assets - represent over 95 percent of the industry’s $12.7 trillion in 
assets and employ over 2 million men and women. 

Today, banks of all sizes face the growing problem and difficulties associated with business activity 
taxes. These questionable levies greatly increase compliance and legal costs. Additionally, the 
inconsistency of their use is leading to a great deal of uncertainty that will ultimately cost consumers 
and our economy at large. ABA encourages Congress to pass BATSA to provide businesses with 
more certainty' in regard to this issue. This statement explains out growing concerns about business 
activity taxes and presents the reasons for ABA’s support of BATSA. 

An increasing number of states have passed, or are considering, legislation that would lower the 
threshold of what constitutes “substantial nexus” for purposes of taxing a business’ activity within 
the state. Nevertheless, there is no uniform definition or application of “substantial nexus” among 
the states. Therefore, each state applies its own nexus standard to determine when an out-of-state 
business that is operating within the state is required to pay income tax. There are no set rules or 
parameters for determining how a state would apply the nexus standard - it varies from state to 
state. In fact, in some states, the presence of even one customer within the state would establish the 
state’s required nexus for applying its business income tax to an out-of-state business. 

Healthy competition for customers helps ensure that customers receive the highest quality' products 
at the best prices, but uncertainty- in the area of state income tax increases compliance costs for 
businesses. The application of inconsistent standards subjects businesses to different treatments 
from state to state, with the result that many businesses now face litigation and ocher onerous 
business costs. These additional costs represent revenues that businesses could invest in areas, such 
as business innovation, improved customer service, or additional employees. Without business 
certainty, businesses may be forced to offer fewer products and sendees at higher costs, and some 
may actually cease doing business in states where additional tax burdens exist. The effect of this 
aggressive taxing of out-of-state businesses can have a negative impact on consumers in those states, 
reduced consumer access to credit and increased credit costs. This could have even broader 
negative effects on individual states’ economies and, possibly, the economy of a larger region. 

This lack of uniformity has a more devastating effect on smaller companies, such as community 
banks, because they do not possess the substantial resources required to comply with a proliferation 
of disparate state tax laws. There are more than 3,200 banks and savings associations with fewer 
than 25 employees. Many of these community banks operate near state borders and serve 
customers from more than one state. Additionally, many financial institutions now provide services 
to customers online, which allows more people nationwide to take advantage of increased 
competition and better services to fit their individual needs than ever before. Without a uniform 
standard, these institutions are finding themselves subject to different standards that result in undue 
costs and burdens. 
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An example of the complexity and burden associated with state income taxes is an ABA member 
that has operations (and, therefore, physical presence) in only four states, but is subjected to tax 
claims in 31 states. To avoid burdensome legal costs, this institution has chosen to pay these claims, 
which last year amounted to roughly $3 million. This $3 million could have been put to better use 
for customers, such as providing homeoxvnership or small business loans. Instead, the institution 
was forced to use these resources to pay burdensome taxes in states where it has no physical 
presence. 

The ABA is pleased that Representatives Rick Boucher and Bob Goodlarte have introduced the 
Business Activity Tax Simplification Act (BATSA) to address this issue of the lack of uniformity in 
the standard for taxing an out-of-state business’s activity within a state. This bill provides a uniform 
definition for the standard to be employed by states in establishing whether an our-of stare business 
should be subject to tax for activities conducted within the state, which will greatly help to 
streamline the out-of-scare business activity tax within states and limit businesses’ exposure to 
burdensome business activity taxes. The bill would require an actual physical presence in a state for 
the state to establish the necessary substantial nexus for imposing its tax on an out-of state business. 
Under the definition of physical presence, the bill provides a bright-line test that all states must use 
to determine whether a business’s activity within the stare should be subject to income taxes and 
additional paperwork. In addition to providing the much-needed certainty in this area, this bill 
would help limit businesses’ exposure to unanticipated taxes, and thus reduce compliance and legal 
costs associated with frivolous nexus dams. 

By providing necessary certainty, the enactment of BATSA will benefit not only businesses, but 
consumers who will receive competitive choices, options and prices to fit their individual needs. 

ABA is grateful to Representative Boucher and Representative Goodlatte for introducing the 
Business Activity Tax Simplification Act in the 110 ,h Congress and to Chairwoman Nydia Velazquez 
for holding a hearing on this important issue. We look forward ro working with the Committee on 
this legislation. 


For further details on ABA’s positions on this issue, please contact Larry Seyfried by phone at (202) 
663-5322, or e-mail at lartys@aba.com . 


AMERICAN BANKERS ASSOCIATION 
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Statement 

Of 

The Federation of Tax Administrators 
On the Topic of 

Business Activity Taxes and Their Impact on Small Business 
Before 

The Committee on Small Business 
United States House of Representatives 


The Federation of Tax Administrators (FT A) is an association of the tax administration 
agencies in each of the 50 states, the District of Columbia, Puerto Rico, and New York 
City. We appreciate the opportunity to present our views on legislation that would 
restrict the ability of states to impose business activity taxes. 

FTA strongly opposes any legislation that would restrict a state’s constitutional authority 
to tax entities engaged in “doing business” in the state. Specifically, FTA opposes the 
Business Activity Simplification Act (H R. 5267) (BATSA) that was introduced 
Representatives Rick Boucher (D-Va.) and Bob Goodlatte (R-Va.) in the House of 
Representatives. 

Background . Decisions by the United States Supreme Court allow a state to tax business 
activities within the state if there is a substantial nexus between a commercial entity 
doing business in the state and the taxing state. H.R. 5276 would require that an entity 
have certain limited types of physical presence in a state before it would be subject to a 
state’s business activity taxes. The bill also substantially expands a 1959 law (P.L. 86- 
272) that protects certain solicitation activities from taxation by increasing the types of 
activities that are protected under the Act and expanding the range of taxes subject to P.L. 
86-272. By so doing, the bill substantially narrows a state’s authority to tax entities 
operating in the state, reverses years of judicial precedent and creates tax -planning 
opportunities, especially for large businesses to eliminate state taxation of revenues 
earned within a state. 

• Business activity taxes (BATs) are levied by states for the privilege of doing 
business in or earning income within a state; they include state corporate income 
taxes, gross receipts taxes, business license taxes, franchise taxes, and business 
and occupation taxes. Importantly, it would apply a new restrictive standard to 
the recently enacted new business taxes in Michigan, Ohio and Texas. 

• The legislation would impose the largest unfunded tax preemption mandate ever 
estimated by the U.S. Congressional Budget Office, a state revenue loss of $3 
billion per year. 
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• While purporting to simplify business activity taxes by creating a “physical 
presence” standard, the legislation contains a number of conditions under which 
certain types of physical presence are to be ignored for purposes of determining 
whether an entity may be taxed by a state. The net effect is to constrain state tax 
bases, encourage tax planning and spawn significant litigation. 

• This legislation represents a break from existing U.S. Supreme Court and state 
court precedents governing this area and will set off new rounds of litigation 
between businesses and states and local governments. 

• The legislation would legalize business tax sheltering plans that larger business 
but not smaller in-state businesses can take advantage of by transferring 
intangible assets to holding companies incorporated in no or low tax states and 
otherwise structuring the affairs of a business so as to avoid tax. 

• The legislation favors out-of-state businesses over in-state businesses. It would 
allow a large corporation that can conduct business online to go into a state 
electronically and exploit the market in that state with the services it may offer 
without being subject to taxes and that in-state businesses are required to pay. 

Attached is White Paper in a Q&A format that discuss in detail what is being 

proposed and the reasons for FTA’s opposition to the bill. 
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States Oppose 

Business Activity Tax Restrictions 


1. Question: What is being proposed? 

Answer: The Business Activity Simplification Act (S. 1 726 and H.R. 5267) (BATSA) 
was introduced by Senators Charles Schumer (D-N.Y.) and Mike Crapo (R-ldaho) and 
Reps. Rick Boucher (D-VA.) and Bob Goodlatte (R-VA.). The bill requires that a 
business have certain types of physical presence in a state before it would be subject to a 
state’s business activity taxes. The bill also substantially expands a 1959 law (P.L. 86- 
272) that protects certain solicitation activities from taxation by increasing the number 
and types of activities that are protected under the Act and expanding the range of taxes 
subject to the P.L. 86-272. By so doing, the bill substantially narrows a state’s authority 
to tax entities operating in the state, reverses years of judicial precedent and creates tax- 
planning opportunities, especially for large businesses to eliminate state taxation of 
revenues earned within a state. 

The Congressional Budget Office estimated that past bills that would result in the 
same type of substantive restrictions on state taxing authority would result in a $3 billion 
annual revenue loss. The National Governors Association estimates an annual range of 
lost state tax revenues from $4.7 billion to $8 billion, with a best single estimate of $6.6 
billion. 


2. Question: How are business activity taxes levied today? 

Answer. States levy various forms of business activity taxes today. The most 
common is the corporation net income tax imposed in 44 states and D C. Other types of 
business activity taxes that would presumably be affected by the bill include the 
Washington State Business and Occupation Tax, Ohio Commercial Activity Tax, 
Michigan Business Tax and Texas 'Margin Tax’ (which are general business taxes levied 
on gross receipts (or a variant thereof) sourced to a state) as well as the New Hampshire 
Business Enterprise Tax (a value added tax.) 1 


1 BATSA defines a business activ fry tax as a "a net income lax” defined as (he term is used in P.C. 86-272 
as well as ‘"any tax in the nature of a net income lax or lax measured by the amount of, or economic results 
of, business or related activity conducted in the Slate.” Ollier taxes that would fall under the bill include the 
franchtse/capital stock (axes levied in a number of stales, the Delaware gross receipts tax. and certain other 
“doing business" taxes. These are of lesser importance from a revenue standpoint than the corporate 
income lax and other taxes enumerated above. 


1 
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Under current law, a state must establish that a business has a sufficient 
connection with the state before it may exercise its jurisdiction to impose a business 
activity tax, and the tax imposed must bear some relation to the level of activity of the 
business in the state. 7 Over time, the U.S. Supreme Court has held that a company meets 
the jurisdictional standard of sufficient contacts (“substantial nexus" in the words of the 
Court) if it is “doing business" in the state or otherwise engaged in “establishing and 
maintaining a market” in the state. It has also held that the tax is fairly related to the level 
of activity in the state if the income of the company is divided among states in which the 
business is operating in a fashion that reasonably reflects the taxpayer’s activity in the 
state. 


Once jurisdiction to tax is established, state corporate income taxes generally 
operate as follows. The state tax base is federal taxable income of the taxpayer m all 
states, plus and minus certain modifications (e.g., to exclude certain income that states 
may not constitutionally tax.) The income from activities in all states is then 
“apportioned” or divided among the states in which the company operates according to a 
formula that usually compares the corporation's payroll, property and sales (the factors) 
in the state compared to the company’s payroll, property and sales “everywhere” or in all 
states.' 1 Once the income attributable to an individual state is determined, the state’s 
rates, credits and other adjustments are applied to determine the final lax owed. 


3. Question: How would BATSA change current law? 


Answer. BATSA has two major components: ( 1 ) It significantly narrows state 
taxing jurisdiction by requiring that an entity must have one or more of certain 
specifically enumerated types of physical presence in a state before that state could 
impose a business activity tax on the entity 4 ; and (2) It expands the reach and coverage of 
Public Law 86-272, a 1959 law intended to provide temporary restrictions on the ability 
of states to levy net income taxes on certain multistate businesses. The combination of 
the two changes would establish a framework in federal law that allows large, multi-state 
businesses to engage in tax structuring and planning and enables them to avoid a 
significant part of their tax liabilities. 


7 See Complete Auto Transit i> B mdy 430 U S. 274 (1977), This case sets out wo other tests for state taxes 
that do not come into play in the context of BATSA 

7 Gross receipts taxes are subject to the same "substantial nexus” requirement as corporate income taxes, 
but they are not apportioned according to a formula. Instead, the various transactions to which the lax is 
applied are "sourced” to a single jurisdiction according to certain rules, and thai determines which state has 
the right to tax the transaction, provided the jurisdictional siandard is met Gross receipts and other non-net 
income taxes are specifically not subject to P L 86-272 today 

4 It accomplishes this by first establishing a physical presence requirement and then expanding the list of 
activities “protected" fi e., to be disregarded in determining whether a company has a substanlial nexus 
wilh the state) under P.L, 86-272 
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Despite many statements of BATS A proponents to the contrary, the U.S. Supreme Court 
has never held that a physical presence is required to meet the “substantia! nexus” 
requirement foT imposition of a state business activity tax. In fact, it specifically said it 
was not establishing such a requirement in the 1992 Quill case. The BATSA legislation 
would for the first time prohibit a state from imposing a business activity tax on a 
company doing business in the state unless the company had specifically enumerated 
types of physical presence in the state. 

BATSA also would negate U.S. Supreme Court decisions that found a company 
meets the "substantial nexus” requirement by virtue of activities performed on its behalf 
by others. Specifically, the Court's 1987 decision in Tyler Pipe Industries, Inc . v. 
Washington State Dept . of Revenue would be reversed. In Tyler Pipe, the Supreme Court 
upheld the imposition of Washington's business and occupation tax based on the use of 
an in-state sales representative, characterized as an independent contractor, to establish 
and maintain a market in the state. BATSA provides that using the services of a 
representative to establish or maintain a market in a state would constitute a sufficient 
physical presence only if such representative were an “ageni” of the entity and only “if 
such agent does not perform business services in the State for any other person. ...” 
BATSA effectively knocks the legs out from under Tyler Pipe by allowing a company to 
avoid taxation in a state simply by using someone else to do its work in the state, as long 
as that contractor performs services for at least one other entity. The contractor may, in 
fact, be a wholly owned subsidiary of the taxpayer, so long as it performs work for 
someone else. 

Finally, the bill expands the reach of Public Law 86-272 - which now prohibits 
states from imposing a net income tax on an entity whose only contact with the state 
consists of the solicitation of sales of tangible personal property - to include all business 
activity taxes (gross receipts, value added, franchise, etc.,) and to broaden the scope of 
protected activities to include all sales, including sales of other than tangible personal 
property, such as intangible property and services. It also extends the list of activities 
protected under P.L. 86-272 to include the “coverage of events or other gathering of 
information” in the state if the information is used or disseminated from a point outside 
the state and activities directly related to the actual or potential purchase of goods and 
services in the state, if the purchase is approved outside the state. 

Together, these provisions provide a road map that a multi-state company can use 
to structure its business operations so as to avoid any state business activity tax liability. 
That is, to the extent that a company can insure that its activities within a state are 
performed by someone else, do not step over the physical presence boundaries of BATSA 
or exceed the scope of protected activities under the expanded P.L. 86-272, a company 
can eliminate or reduce its tax liability in that state. Examples of the manner in which 
this can be accomplished are presented below. 


4. Question: Specifically, how will companies be able to avoid state taxes under 
BATSA' 7 
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Answer: BATSA requires that a company must have certain types of physical 
presence in a state before it may be subjected to a state business activity tax. As a 
general matter, therefore, to the degree that a company can limit its activities to those that 
do not cross the lines of BATSA and that fall within the expanded protections of P.L. 86- 
272, it will be shielded from taxation regardless of how much income it might derive 
from that state. In addition, a number of states have (at the urging of the business 
community) adopted a “single sales factor” system of apportionment providing, in effect, 
that the percentage of a company’s income that will be subject to tax in a state will be 
based only on the percentage of sales in that state compared to the company’s sales in all 
states. 5 


There are two basic methods of using BATSA to avoid state taxes. First a 
company can avoid tax in a single sales factor state by locating its physical assets in that 
state, but making sales into the state through another company. Second, BATSA would 
allow a company to avoid tax in all states into which it is making sales as long as it had 
no physical presence in those states or it confined its physical activities to the activities 
protected under the expanded P.L. 86-272. 

By establishing the tax planning opportunities so clearly in Federal law, BATSA 
may effectively require a company to begin engaging in certain planning activities that it 
currently considers too risky or inappropriate out of a fiduciary duty to shareholders. 

Here are several specific examples of avoidance opportunities that BATSA condones. 

Intangible Holding Company A strategy used by a number of companies is to 
create a holding company that is the wholly owned subsidiary of a major retailer to own 
the intangibles (patents, trademarks, service marks, etc.) of the retailer. Those intangibles 
are then licensed to the retail operations of the company, and each retail store is then 
required to pay a license fee (often just about equivalent to the profit earned by the store) 
to the intangible holding company that is customarily located in a state (e.g., Delaware or 
Nevada) that does not tax income from the licensing of intangibles. The retail stores take 
a deduction as a current expense for the licensing fee paid to the holding company. This 
transaction has the effect of shifting income from the state where it is earned (i.e., where 
the stores are) to a state where the income is not taxable - even though the holding 
company and the retail stores are all part of one corporate group and the holding 
company commonly has little in the way of actual operations. 

Currently, this is considered risky tax planning. Many companies do not engage 
in such arrangements because a number of slates have had assessments against such 


5 Traditionally, states assigned equal weight to each of the three apportionment factors - property, payroll 
and sales Recently, states have deviated from the traditional three-factor formula lo provide greater weight 
lo the sales factor. At the present time, 1 1 states employ (or allow on an optional basis) a single factor 
(sales) formula (i.e.. sales are apportioned among the stales based solely on the proportion of a company’s 
sales in the state), 26 states employ a formula that has three factors but super-weight the sales factor, and 9 
states use the traditional equally-weighted three factor formula. 
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holding companies affirmed by the courts.” 6 7 If BATSA becomes law, a state would be 
prohibited from taxing the holding company to which the income was shifted because 
the holding company would not have any of the specifically enumerated types of physical 
presence in the state BATSA would prevent states where the retail stores are located 
from taxing the holding company even though the income came from the retail operations 
in that state The physical presence rule in BATSA would likely require many more 
companies to use an intangible holding company structure to minimize their taxes 
because of the fiduciary duty they owe to their shareholders. 

No Physical Presence Business Operations. Larger businesses in certain 
industries are particularly well suited to conducting business in high volumes in a state 
without having a physical presence of any sort there. As a result, they will be able to 
avoid state taxation if BATSA is enacted. Every service a bank offers - including 
savings accounts, loans, and investment services - can be offered without any physical 
presence in a state. Under BATSA, large banks will be able to add to their economies of 
scale advantages of local banks by operating tax free in many states even if they do 
hundreds of millions of dollars of business in a state. In fact, it is precisely this type of 
financial services operation (credit card issuance and servicing) that was carried on 
without a physical presence in the state and that was found to constitute a sufficient nexus 
in the MBNA case in West Virginia. ' BATSA would overturn that case and similar 
statutes in several other states that apply an economic presence test to financial 
institutions. 

Entity isolation - Manufacturing. The following example shows how a 
manufacturer (and many other types of firms) can divide its activities into separate 
entities each of which is responsible for part of production/selling process and avoid tax 
on much of its income. Assume a manufacturer has all its production facilities in State 
A, but sells all its products into other states through sales personnel whose activities are 
confined to those protected by P.L. 86-272, and that any other activities are conducted by 
contractors of the manufacturer who also perform such services for another person. 
Finally, assume that State A uses a single sales factor for apportioning income for tax 
purposes. In this scenario, the manufacturer would not ow'e tax to State A because it has 
no sales there. Neither will it owe tax to any other state since its activities are protected 


6 Those cases include, but are not limited to 1 Tax Comm'r of the Suite of IVesr Virginia v. MBNA America 
Bank. N.A., 640 S E.2d 226 (W.V. 2006), cert, denied, FlA Card Services. N.A. v. Tax Commissioner of 
West Virginia, 127 S Ct. 2997 (U.S., 6/18/07) (franchise and corporate net income taxes): Geoffrey. Inc. v. 
South Carolina Tax Commission, 437 S.E.2d 13 (S C 1993), cert denied. 1 14 SCt. 550 (1993) (income 
tax). Comptroller of the Treasury v. STL. Inc., and Comptroller of the Treasury v. Crown Cork & Seat Co. 
(Delaware). Inc., 825 A. 2d 399 (Md. 2003), cert, denied (U S, 2003) (income lax); General Motors Corp. 
v. City of Seattle, 25 P 3d 3022 (Wash Cl. App 2001), cert, denied, 122 S.Ct. 1915 (2002) (business and 
occupation tax), Kmart Properties. Inc. v. Taxation and Revenue Dept., No. 21,140 (N.M. Ct App 2001). 
appeal pending (income tax); and, Borden Chemicals and Plastics. L.P. v. Zehnder, 726 N E 2d 73 (111. 
App. Ct. 2000), appeal denied, 731 N.£.2d 762 (111 2000) (replacement income tax). 

7 See Tax Comm'r of the State of West Virginia v. MBNA America Bank, N.A., 640 S.E 2d 226 (W.V. 

2006), cert, denied, FlA Card Services. N.A. v. Tax Commissioner of West Virginia, 127 S Cl 2997 (US, 
6/18/07). 
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by P.L. 86-272 or are performed by contractors whose activities cannot be attributed to 
the manufacturer under BATSA. 

Entity Isolation - Financial Services Scenario. Another strategy under BATSA 
would be to divide an integrated operation into separate companies - even though 
commonly owned and directed - to shield the operations of one from taxation in a state. 
Assume, for example, a State Z financial services company A breaks itself into 
companies B and C, which remain in State Z, as well as broker D, which is located in 
another state. Broker D services the State Z customers of companies B and C via 
Internet, mail or telephone as well as regularly interacting with B and C. Income earned 
by broker D on sales of financial services to State Z customers will no longer be taxable 
by State Z because broker D - in and of itself - does not have a physical presence in State 
Z. Currently, states could pursue taxation of D based on activities that B and C may 
perform on its behalf as well as its economic exploitation of the State Z market. BATSA 
prohibits the taxation of Broker D because it does not have the requisite physical 
presence, and the earnings of broker D would go untaxed in State Z where the income 
was earned. 

Using a Contractor. Another simple tax avoidance strategy under a BATSA 
regime involves the use of contractors in a state to perform activities necessary for a 
seller to maintain a market in the state. Assume, for example, an out-of-state retailer of 
computers or other electronic devices markets its products into a state via the Internet, 
sales people operating within the confines of P.L. 86-272, and other direct sales methods. 
The sale of computers and electronic devices includes warranty contracts. The out-of- 
state retailer contracts with an independent contractor to provide the warranty service to 
its customers. The independent contractor provides similar services to other out-of-state 
retailers, all of which could be affiliates of one another. Under BATSA, the out-of-state 
retailer would not be subject to a business activity tax in the state into which it sold the 
computer because the activities of the contractor (even though essential to being able to 
sell its computers) could not be attributed to the seller - even if it used in-state sales 
personnel as long as they stayed within the confines of P.L. 86-272. 


5. Question: What is the financial impact of BATSA?* 

Answer. A cost estimate performed by the Congressional Budget Office for H R. 
1956, the “Business Activity Tax Simplification Act of 2005,” dated July 1 1, 2006, 
stated: 

CBO expects that all states and some local governments would see an immediate 
revenue loss because they are currently collecting taxes from firms that would be 
exempt from taxation under the bill. This initial effect would likely exceed $1 
billion, annually, nationwide. Subsequently, it is likely that corporations would 


3 While the studies cited below were based on prior versions ot'BATSA, the effects of the bill on state lax 
structures is still very much the same. The estimates are considered reliable for the current versions as 
well 
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rearrange their business activities to take advantage of beneficial tax treatments that 
would result from the interaction of the new federal law and certain state taxing regimes. 
CBO expects that these reorganizations would occur during the first five years after 
enactment of the legislation and estimates that forgone revenues to state and local 
governments would likely total about $3 billion, annually, by 2011. 

The National Governors Association’s September 2005 study, "Impact of H.R. 1956, 
Business Activity Tax Simplification Act of 2005, on States,” provided the following 
estimate: 

If H.R. 1956 is enacted the estimated revenue impact in fiscal year 2007, for the 
34 states that have responded to the survey would range from approximately $3.3 
billion, or approximately 8.2 percent of projected business activity tax revenues in 
that year to $5.5 billion, or approximately 12 7 percent of projected business 
activity tax revenues. The "best" estimate of the impact is approximately $4.6 
billion, or approximately 10.4 percent of projected business activity tax revenues 
in that year. Applying these proportionate revenue impacts to all states, the 
projected revenue impact in fiscal 2007 would range from $4.7 billion to $8.0 
billion; the "best” estimate would be $6.6 billion. The estimated revenue impacts 
would range from 8.2 percent of projected business activity tax revenue in fiscal 
year 2007 to 13.8 percent; the "best" estimate would be 1 1 .4 percent 


6. Question; BATSA proponents say that a physical presence is currently required 
before a state may impose a business activity tax. Is that 001 x 606 ’ 

Answer. The current “substantial nexus” standard for business activity taxes is 
not “physical presence” as the BATSA proponents contend. The current standard 
governing imposition of a business activity tax on an entity operating in interstate 
commerce is an economic presence in the state. In a 1944 decision. International 
Harvester Co v. Wisconsin Department of Taxation, the U.S. Supreme Court upheld a 
Wisconsin dividend tax imposed on nonresident shareholders, stating that personal 
presence within the state was not essential to the constitutional levy of the tax, and no 
subsequent decision has held otherwise for purposes of a business activity tax. 9 

In its most recent seminal state tax “nexus” case of Quill Corp. v. North Dakota 
(1992), the Court addressed head-on the issue of the nexus standard for sales and use 
taxes . It held that a state could not require a seller that did not have a physical presence 


9 The Internationa! Harvester decision, like most decisions regarding the nexus siandard for business 
activity taxes, admittedly predates modem Commerce Clause jurisprudence that requires a “substantial 
nexus.” It focuses primarily on due process considerations (requiring minimum contacts, something less 
than a “substantial nexus.”) Nonetheless, the essential point is that the Supreme Court has never held that a 
physical presence was required to establish jurisdiction for purposes of imposing a business activity tax 
See also Whitney v. Graves. 57 S. Ct. 237 (1937), upholding the authority of a state to impose tax on profits 
from the sale by a nonresident of a membership in the New York Slock Exchange even though the 
company did not have an office or did business in N Y., but had its orders executed through New York- 
based members of the Exchange. 
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in the state to collect sales or use taxes on goods and services sold into a state. Twice in 
that opinion, however, the Court noted that it had not applied the physical presence 
requirement outside the sales and use tax arena and wax not so doine in Quill 10 Since 
the Court has never applied the onerous physical presence nexus standard to business 
activity taxes, the jurisdictional standard for applying these taxes must be less than 
physical presence, t.e., an economic presence. 

The U.S. Supreme Court language supports a large number of state court 
decisions have held that an economic presence in the state is sufficient to provide the 
state with jurisdiction to impose a business activity tax on an entity operating in interstate 
commerce." Most recently, the West Virginia Supreme Court held that the state could 
impose its income tax on a bank that had numerous credit card holders (but no physical 
presence) in the state because of its “substantial economic activity” in the state. 11 


7. Question: How does BATSA expand P.L. 86-272, and what issues does that 

create? 

Answer. Currently, P.L, 86-272 prohibits states only from imposing a net income 
tax on income derived in the taxing state by an entity whose only business activities in 
the state consist of the solicitation of orders for sales of tangible personal property. 
BATSA would expand P.L. 86-272 by: ( 1 ) expanding its protections to the solicitation of 
all types of sales, including sales of serv ices and intangible property; (2) extending the 
list of activities protected to include ihe “coverage of events or other gathering of 
information” in the state if the information is used or disseminated from a point outside 
the state and activities directly related to the actual or potential purchase of goods and 
services in a state; and (3) broadening the types of taxes covered to include not only net 
income taxes, but also any tax in the nature of a net income tax or a tax measured by the 
amount of, or economic results of, business or related activity conducted in the State. 
Presumably, this expansion would include the Washington State business and occupation 
tax, the new Texas “margin tax,” the Ohio commercial activity tax, the Michigan 
Business Tax and a host of franchise/capital stock taxes under the umbrella of P.L. 86- 
272; these taxes are not covered under current law. 


P.L. 86-272 was passed as an emergency, temporary measure in die wake of the 
U.S. Supreme Court decision in Northwest States Portland Cement v. Minnesota, 358 


10 "Allhough we have not, in our review of olher types of laves, articulated Ihe same physical presence 
requirement that Bellas Hess established for sales and use taxes and: “In sum. allhough in our eases 
subsequent to Bellas Hess and concerning olher types of taxes we have not adopted a similar bright-line, 
physical presence requirement ...” 

1 1 See Footnote 6 above. 

11 See Tax Comm'r of the State of West Virginia r. MBNA America Bank, N.A., MO ST. 2d 226 (W.V. 

2006), cert, denied, FI A Card Sen-ices. N A v Tax Commissioner of West Virginia, 127 S Cl. 2997 (U.S., 
6/18/07). 
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U.S. 450 (1959), where the Court held that a state could impose an income tax on a 
company by virtue of the activities of salespersons operating in the state. The intent of 
the Act was to temporarily constrain state taxing jurisdiction over companies operating in 
the state while states and the business community worked to better develop corporate tax 
rules. 


P.L. 86-272, however, has never been repealed or modified, despite the further 
development of state income taxes. It has become, instead, a too! that some Taxpayers use 
to minimize their state tax liabilities by structuring their organizations and transaction so 
as to limit their contacts with some states to those protected by the Act, even though they 
may have a substantial physical presence and sales in the state. 

Expanding P.L. 86-272 to other types of taxes and to sales of intangibles and 
services is unwarranted, particularly in the context of a bill purporting to establish a 
physical presence standard for business activity taxes. An expanded P.L. 86-272 would 
allow a company to have an unlimited number of sales people and contractors and an 
unlimited number of vehicles in a state making sales for an unlimited period of time and 
not be subject to a business activity tax. If physical presence is the appropriate nexus 
standard for business activity taxes, as the proponents of the bill argue, then it ought to be 
a pure standard and not one modified by P.L. 86-272. If a physical presence standard is 
adopted, P.L. 86-272 should be repealed - not expanded. 


8. Question: What is does the “limited or transient” language in BATSA do? 

Answer: The “de minimis” provision of BATSA provides that “the term 
‘physical presence’ shall not include ... presence in a State to conduct limited or transient 
business activity." With the terms "limited” and “transient” neither defined in the bill nor 
possessed of any accepted meanings in tax law, courts would look to dictronary 
definitions for their meaning. “Limited” is defined in Black’s Law Dictionary as: 
"Restricted; bounded; prescribed. Confined within positive bounds; restricted in 
duration, extent, or scope.” "Transient” is defined in Black’s as "Passing across, as from 
one thing or person to another; passing with time of short duration; not permanent; not 
lasting.” 

While, at first blush, it might appear that the term “limited or transient" conveys 
the “de minimis” meanings that it is designated in the bill to have - perhaps with a 
meaning such as “not indefinite” - the language does not work that way. That is. the 
words are not synonyms, as “transient” has a temporal component that “limited” does not 
have, so that, in applying the definitions noted above with the disjunctive “or," a 
company’s activity could be permanent but limited in scope, or unlimited in scope but not 
permanent, and still be protected from taxation as “de minimis." Therefore, for example, 
a corporation, whose charter or application to conduct business in the state indicates that 
it will engage only in banking activities and nothing else (so that its activities are 
“limited,” as “restricted in ... scope”), could be protected from taxation even if in the 
state permanently, as could a corporation whose charter or application indicates that it 


9 



83 


will engage in every activity in the state that a corporation may legally perform, but only 
do so for ten years (so that its activities are “transient,” as "not permanent”). 


9. Question: What are the consequences of adopting a physical presence standard with 
numerous exceptions allowing for a physical presence without incurring a tax liability? 

A physical presence standard as structured in BA TSA favors big business over 
smalt business. While there is nothing in the language of BATSA that specifically limits 
its protections to larger businesses, they will, as a practical matter, have more 
opportunities available to them to engage in the tax-planning activities discussed earlier. 
For example, a corporation cannot simply establish an affiliate in a low-tax state and 
assign all of its income to that affiliate. If that were to happen, the original taxing state 
could disregard the second corporation as a sham. There must be at least the appearance 
of a business purpose for setting up the second corporation. That appearance is more 
available to larger corporations that will, for example, have trademarks to put into the 
other entity and then license back to the operating corporation. Mom-and-pop operations 
are less likely to have those options and less likely to have the resources to pay for the 
tax-planning services necessary to develop them. 

A physical presence standard as structured in BA TSA favors out-of-state business 
over instate business, employment and investment. BATSA also favors out-of-state 
businesses over in-state businesses. For those businesses like banks that can operation 
without local offices, they will be encouraged to keep front opening offices and close any 
thal they have. Under BATSA, while a smaller local bank with an office in the state will 
have to pay all of the state’s taxes, an out-of-state bank operating electronically will be 
free of taxes imposed by the state where it has a substantial customer base A physical 
presence standard discourages an interstate business from investing in the communities in 
which it does business, by rewarding out-of-state sellers for not bringing jobs or facilities 
into the communities from which it is deriving profits with the competitive advantage of 
not having to pay the communities’ business activity taxes that the in-state businesses 
have to pay. 

A physical presence standard for state business activity taxes contradicts other 
activity by Congress, and the evolution of commerce in the electronic age. As noted 
above, BATSA not only authorizes and promotes, but could compel for fiduciary reasons, 
what is now considered risky tax planning that makes use of a variety of means of 
sheltering income earned in a state. This effect directly contradicts the current efforts of 
Congress to eliminate a variety of tax-shelter activities for federal income tax purposes. 

In the passage below, Sen. Carl Levin, Chairman of the Senate Permanent Committee on 
Investigations, deplores the use of an offshore intangible holding company (much like the 
example outlined in Question 4) as an inappropriate federal tax dodge. Yet, this is 
exactly the type of tax shelter that BATSA would legitimize at the state level. 

Here's just one simplified example of the gimmicks being used by corporations to 

transfer taxable income from the United States to tax havens to escape taxation. 
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Suppose a profitable U.S. corporation establishes a shell corporation in a tax haven. The 
shell corporation has no office or employees, just a mailbox address. The U.S. 
parent transfers a valuable patent to the shell corporation. Then, the U.S. parent 
and all of its subsidiaries begin to pay a hefty fee to the shell corporation tor use 
of the patent, reducing its U.S. income through deducting the patent fees and thus 
shifting taxable income out of the United States to the shell corporation. The shell 
corporation declares a portion of the fees as profit, but pays no U.S. tax since it is 
a tax haven resident. The icing on the cake is that the shell corporation can then 
"lend" the income it has accumulated from the fees back to the U.S. parent for its 
use. The parent, in turn, pays "interest" on the "loans" to the shell corporation, 
shifting still more taxable income out of the United States to the tax haven. This 
example highlights just a few of the tax haven ploys being used by some U.S. 
corporations to escape paying their fair share of taxes here at home. 

BATSA also contradicts Congress’s consideration of bills that would expand the 
authority of slates to require collection of sales and use taxes by interstate sellers as part 
of the effort to deal with the impact of remote sales on states. T wenty states have created 
a voluntary sales and use tax regime based on a simplified, more uniform sales tax 
system. The program went into effect in October 2005. The next step is passage of a 
federal law that would require remote sellers to collect sales and use tax on goods and 
services they sell into states that are members of the Streamlined Sales Tax Agreement. 

In passing such legislation. Congress would be undoing the current physical presence 
requirement for purposes of the only taxes for which that standard is required, while 
BATSA would impose a nexus standard narrower than physical presence on taxes for 
which the physical presence standard is not now the law. 


10, Question: If physical presence is the standard for sales and use tax nexus, why 
shouldn't the physical presence requirement be applied to business activity taxes? 

Answer. As noted above, at a time when Congress is considering removing the 
physical presence requirement from the only taxes to which it has ever been applied by 
the U.S. Supreme Court, BATSA seeks to impose that physical presence requirement on 
taxes to which the Supreme Court has said it does not apply. But, the problem with 
BATSA is more ihan just the contradiction with the philosophy behind Congressional 
action in the sales and use tax area which reflects the movement of commerce into the 
electronic age; it’s also that none of the factors that motivated the Supreme Court to 
reluctantly affirm the physical presence requirement for sales and use tax in the Quill 
decision - stare decisis , the mail order industry’s development around a reliance on that 
previous decision (Bellas Hess), and the complexity of state sales and use tax laws and 
requirements - exist with business activity taxes. 

There has obviously been no chance for any reliance on any physical presence 
requirement for business activity taxes since the Court has never imposed such a 
requirement on taxes other than sales and use taxes. The complexity issue presented by 
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the various state sales and use taxes is not presented by business activity taxes that are 
inherently simpler to comply with. Most corporate income taxes are based on federal 
taxable income, generally with modest variations from that figure. Other business 
activity taxes are based on gross sales figures or figures already compiled for other 
regulatory purposes, such as utilities’ gross receipts taxes. 

Therefore, while the bills dealing with sales and use tax of remote sales would 
level the playing field between in-state businesses and out-of-state businesses exploiting 
the in-state market. BATSA would do exactly the opposite. It would allow out-of-state 
businesses to exploit an in-state market without the burden of that state’s taxes, a burden 
the in-state businesses have to bear. 


11. Question. What arguments do BATSA proponents offer in support of the bill? 

Assertion : The bill is necessary to establish a “bright line " so that a company 
will know when it is subject to tax. 

Response. The physical presence requirements in the bill are far from a “bright 
hne." BATSA does not require simply that a company have a physical presence in the 
state in order to be subject to the state’s tax jurisdiction. Instead, a company must have 
certain types of physical presence that are not protected by the expanded P.L. 86-272 and 
that do not fall within the tie minimis exceptions of BATSA or the “limited or transient” 
exception in BATSA. The various limitations and carve-outs from physical presence will 
create confusion, uncertainty and litigation as companies attempt to move up to the line 
of BATSA, but not cross over it. A simple physical presence standard and a repeal of 
P.L. 86-272 would be a bright line; BATSA is not a bright line. 

Assertion: BA TSA is designed to protect small businesses from being subject to 
tax in eveiy state in which it might make a sale. 

Response: The physical presence requirements of BATSA are not designed to 
assist small businesses. They are, instead, intended to provide opportunities for large 
companies to structure and plan to avoid slate taxes. The U.S. Constitution and due 
process considerations require more than a single sale before a state could exercise its tax 
jurisdiction. States are willing to work with the business community to structure de 
minimis standards that will provide clarity for small businesses. BATSA does not 
provide an appropriate framework for such a standard. 

Assertion: Companies with no physical presence in a slate do not use services in 
the state and should not be subject to tax. 

Response: The assertion that an out-of-state seller derives no benefits from a state 
in which it has no physical presence (and thus should not be subject to tax) is 
“indefensible.” Two noted scholars in the field of state and local taxation responded to 
that argument as follows: 
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This line of reasoning is indefensible, whether the benefits corporations receive are 
defined broadly, to mean the ability to earn income, or defined more narrowly to 
mean specific benefits of public spending, one of which is the intangible but 
important ability to enforce contracts, without which commerce would be 
impossible. A profitable corporation clearly enjoys both types of benefits. It is 
true that in-state corporations may receive greater benefits than their out-of-state 
counterparts, for example, because they have physical assets that need fire and 
police protection. But that is a question of the magnitude of benefits and the tax 
that is appropriate to finance them — something that is properly addressed by the 
choice of apportionment formula and the tax rate, not the type of yes/no question 
that is relevant for issues of nexus. The answer must clearly be a resounding yes 
to the question of whether the state has given anything for which it can ask in 
return. 3 

Assertion: Taxing entities that have only a physical presence in a state amounts 
to "taxation without representation “ 

Response : While “no taxation without representation” is a catchy slogan, it is not 
one of the enumerated rights embodied in the U S. Constitution. The Supreme Court has 
long upheld the right of states to impose taxes on nonresidents (individuals and 
corporations) doing business in a state. Moreover, the companies supporting BATSA 
have found plenty of avenues for making their desires known to state elected and 
appointed officials. Most importantly, the issue here is one of equal taxation of m-state 
businesses and out-of-state businesses. If that is achieved, the in-state representatives 
will effectively represent the interests of out-of-state businesses. 14 


12. Question: Are there principles of federalism that should be considered here? 

Answer: Enactment of BATSA would violate established principles of 
federalism. Principles of federalism dictate that the federal government should not 
encroach on functions of state and local governments so integral to their sovereignty as 
the powers to tax without a clearly demonstrated need to do so. The few stories that have 
been offered purporting to show overreaching by state tax agencies involve only de 
minimis situations - i.e., taxpayers with limited contacts with a state being subjected to 
that state’s taxes. By addressing an asserted problem of companies with relatively minor 
contacts being taxed with a bill that would reduce state revenues by billions of dollars 
annually is like swatting a fly with a sledgehammer - with all the corresponding damage 
that metaphor implies. 


11 Charles Me Lure and Walter Hellerstein, "Congressional Intervention in Slate Taxation: A Normative 
Analysis of Three Proposals," Stale Tax Notes, February 26, 2004. 

14 For a more complete discussion, see McLure and Hellerstein, op. cit , p 735. 
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In recent years, state and local governments consistently have demonstrated a 
willingness to work with the business community to develop solutions to problems that 
have been demonstrated to require Congressional attention. For example, they worked 
with the telecommunications industry to produce the Mobile Telecommunications 
Sourcing Act in 2000 to address the problem of determining which taxing jurisdiction 
should be able to tax wireless telephone service. State and local governments are 
currently working with parts of the business community to simplify sales and use taxes as 
part of the Streamlined Sales Tax Project, with an eye toward leveling the playing field 
for all types of sellers with expanded authority to require tax collection. 

If the business community were to demonstrate a significant problem, such as 
complexity in business activity taxes or over-aggressiveness on the part of states in 
imposing such taxes on businesses with only a de minimis presence in the state, the state 
and local governments would be more than willing to work on streamlining those taxes 
and developing uniform de minimis standards. An approach that would accomplish that 
aim is identified in Question 12 below. 

Whether or not the bill falls within Congress's powers under the Commerce 
Clause, this is not an appropriate preemption. States generally oppose the federal 
government’s preemption of their options to tax, but have not done so dogmatically. 
Congress is considering imposing draconian measures on states where there has not even 
been a serious problem demonstrated to exist. That is not consistent with how Congress 
has traditionally dealt with state taxation in our federal system. 


13. Question: Do the opponents of BATSA have an alternative to offer? 

Answer. If Congress considers it important to establish a “bright line” nexus 
standard in Federal law, it should consider a proposal developed by the Multistate Tax 
Commission called the “factor-presence standard." Under the factor-presence standard, a 
state would have jurisdiction to impose a business activity tax on a company if the 
company had more than $50,000 in property, $50,000 in payroll, or $500,000 in sales in 
the state, or 25 percent of total property, total payroll or total sales in the state. In other 
words, if a company has a substantial economic presence in a state (as measured by any 
of the factors commonly used to apportion income for income tax purposes), it would be 
subject to the business activity tax of the state. 15 

The factor-presence standard has several advantages in comparison to BATSA: 


15 For a more complete description of the standard, see Muliistate Tax Commission Policy Statement 02-02, 
as amended October 1 7. 2002, "Ensuring the Equity. Integrity and Viability of Stale Income Tax Systems” 
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• It is truly a “bright line” in that the determinants of when a company would be 
subject to a business activity tax are clear, easily understand, quantifiable and 
straightforward. 

• It would reduce litigation and compliance costs for multi-state taxpayers and tax 
administration agencies alike. 

• It would eliminate the ability to engage in tax planning, thus effectively leveling 
ihe playing field among companies and improving the equity of state business 
activity taxes. 

• It is consistent with the way business is operated today, and it is consistent with 
the operation of state income taxes since it is based on the same factors used to 
apportion income under state income taxes. 


14. Are there other commentators that have offered thoughts on BATSA and the issue of 
nexus for business activity taxes? 

Answer: The New York State Bar Tax Section recently wrote to certain 
Congressional leaders offering its views on BATSA. Among the key points made in the 
letter are: (1) If Congress is to establish a bright line nexus standard in federal law, that 
standard “should take into account ‘economic presence’ [of an entity in the state] rather 
than being limited to a pure “physical presence” test” and should include a de minimis 
threshold to reduce administrative burdens; (2) A physical presence standard would 
promote income shifting and tax planning by businesses; (3) U.S. Supreme Court 
decisions do not make clear that physical presence in a state is necessary lo establish 
nexus for business activity purposes; (4) BATSA, as introduced, is “ambiguous” and in 
many ways unclear; and (5) Attempting to develop a nexus standard by amending a 50- 
year old law is inappropriate and ineffective. 
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Ms. Chairwoman and Members of the Committee, 

1 am pleased to have the opportunity to submit this statement on behalf of the National 
Association of Manufacturers (NAM) for the record of the February 14, 2008, House Small 
Business Committee hearing on the impact of business activity taxes (BATs) on small 
businesses. 

The NAM is the nation’s largest industrial trade association, representing small and large 
manufacturers in every industrial sector and in all 50 states. My name is Jerald Otchis and 1 
serve as Vice President Finance and Administration at Bobrick Washroom Equipment, Inc. 
Bobrick, a member of the NAM, is the leading company in the world in the design, manufacture 
and distribution of washroom accessories and toilet partitions for the non-residential construction 
market. The company celebrated its 100' h anniversary in 2006. 


The Business Activity Tax Simplification Act 

NAM members strongly support H.R. 5267, the Business Activity Tax Simplification 
Act (BATSA) introduced last week by House Judiciary Committee members Rick Boucher (D- 
VA) and Bob Goodlatte (R-VA). By establishing a bright-line physical presence test for when a 
state can tax out-of-state companies, BATSA will prevent the arbitrary state taxation of interstate 
commerce without jeopardizing the ability of states to legitimately tax companies with 
operations in the state. 
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Some states currently assess business activity taxes (BAT), e.g, income, franchise, or 
gross receipts taxes, on out-of-state manufacturers and other businesses that do not have any 
employees or property in the state. This arbitrary taxation of out-of-state businesses interferes 
with interstate commerce. Lawmakers last addressed this issue in 1959, when they clarified that 
a state cannot impose income taxes on an out-of-state company if the company’s only contact 
with the state is to solicit orders for sales of tangible goods. BATSA would update the current 
“safe harbor" for soliciting sales of tangible goods to sales of intangible goods and services. 


One Company’s Experience 

Bobrick’s headquarters, including manufacturing and distribution facilities, are located in 
North Hollywood, California. In addition, Bobrick has factories and warehouses in Colorado, 
New York, Oklahoma, Tennessee, and Toronto, Canada. The company, which employs more 
than 500 people, has subsidiaries in Australia and England. Bobrick manufactures more than 70 
percent of its products in the United States and exports more than $25,000,000 of U.S.-made 
products each year. 

Our products are sold in all fifty states to independent distributors who generally act as 
installing subcontractors to the general contractor constructing the building. All orders for 
product are sent to a Bobrick facility and shipped using common carriers. 

Bobrick does not contest our responsibility to pay business activity and other taxes in the 
five states where we have facilities — California, Colorado, New York, Oklahoma, Tennessee. 

At the same time, the company has experienced first-hand attempts to impose business activity 
taxes on Bobrick by states where we do not deliver with company trucks, install or repair our 
products or have employees, offices, repair facilities, or bank accounts. Our efforts to fight these 
unfair assessments have consumed an enormous amount of time and valuable company financial 
resources, company dollars that could have been better spent on business expansion, job creation, 
and innovation. 

In the 26 years I have been employed by Bobrick, we have had requests from more than 
ten states asking us to complete a questionnaire, consisting of fifteen to forty questions, to 
determine whether we have sufficient physical presence to constitute nexus with the state and 
thus be subject to the state's business activity taxes. 

There is no single litmus question for determining nexus for purposes of imposing 
business activity taxes on out-of-state businesses, but rather the nexus decision should be based 
on a preponderance of facts and circumstances. In my experience, Bobrick generally has been 
able to answer most questions about presence in the negative and there have been no further 
inquiries from the state. 

Occasionally, however, a question is phrased in such a way that a “no” answer is not 
appropriate. For example, the compound question by the state of Texas is worded to include 
employees, agents, or representatives who sell, solicit, or promote products in the state. Because 
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of the way the question is worded, the state inevitably asserts nexus, which is what happened in 
our case. We currently are appealing the Texas decision on nexus, an effort that already has cost 
us well over $100,000 for attorneys and consultants as well as a significant amount of internal 
staff time. 

Furthermore, based on Bobrick’s experience and the experience of other NAM members, 
this arbitrary and discriminatory state taxation falls disproportionately on small and medium size 
companies. 

When my company was first challenged by the state of Texas, we asked other small and 
medium size companies that are members of the NAM about their experiences. Several NAM 
member companies also had been contacted by the state of Texas. While they felt they were not 
subject to Texas business activity taxes, the amount of taxes involved was small in comparison to 
the cost of challenging Texas’ position, making it less costly for the company to pay the taxes. 

As a result, while it is likely that states may not win on imposing business activity taxes if 
challenged, most companies can not justify the cost of a challenge. This situation is blatantly 
unfair and particularly burdensome for small and medium size companies that do not have in- 
house legal departments to fight such arbitrary state taxation. 

Furthermore, with more and more states taking an aggressive stance in imposing arbitrary 
business activity taxes on out-of-state companies, this additional taxation increases the domestic 
effective tax rates for U.S. -based companies, making it harder for these companies to compete 
globally. 


Summary 

The NAM strongly supports enactment of BATSA, which would establish a bright-line, 
physical presence test to determine when a slate can levy income, franchise, gross receipts and 
other business activity taxes on out-of-state companies engaged in interstate commerce By 
updating current law, BATSA would prevent a state from imposing business activity taxes on an 
out-of-state company if the company’s only contact with the state is to solicit sales of tangible 
and intangible goods and services. Companies without a physical presence in a state would not 
be subject to business activity taxes simply because they have worldwide customers. 

The legislation also would clarify that a state should not impose a business activity tax 
unless that state provides benefits or protections to the taxpayer. At the same time, it would 
reduce widespread litigation associated with the cunent climate of uncertainty that inhibits 
business expansion and innovation. Businesses of all sizes need the certainty of a “uniform state 
taxation nexus standard;” i.e. the minimum amount of activity a business must conduct in a 
particular state before it becomes subject to taxation in that state. 

Thank you in advance for supporting this important legislation. Bobrick, as well as 
companies of all sizes — particularly small manufacturers — would benefit from the clarity and 
certainty provided by this important legislation. 
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The American Homeowners Grassroots Alliance (AHGA) commends the House 
Small Business Committee for holding this hearing on the business activity tax. 
AHGA is an independent consumer advocacy organization which focuses on 
policy issues that have a significant economic impact on the nation’s 75 million 
homeowners. 

One of the biggest shifts in the small business marketplace is in workplace 
locations, which are rapidly moving to homes. According to IDC, a national 
research firm, there are between 34.3 million and 36.6 million home office 
households in the United States alone. At least 18 million are home-based 
businesses according to U.S. Census figures. They include millions of service 
businesses such as website designers and other consultants, as well as Internet- 
centric businesses, such as the millions of eBay Power Sellers who derive all or 
most of their income from Internet commerce. The balance are telecommuting 
employees of businesses of all sizes or governments at all levels. A recent 
survey of members of the American Institute of Architects revealed that home 
offices are the most popular special function room of home buyers for the third 
year in a row. 

The use of economic nexus theories to justify imposing income and/or franchise 
taxes on non-resident businesses poses a significant challenge to the growing 
number of home based businesses. More than a dozen states have enacted laws 
or regulations establishing an economic nexus without a physical presence and 
others have effectively established the same policies through administrative or 
judicial decisions. It is obviously beyond the physical capability of home-based 
micro-businesses to keep up with and comply with such laws. These laws also 
adversely affect the millions of other homeowners who are the customers of 
those companies. 

In addition, the growing expansion of ill-considered business activity taxes is 
undermining substantial benefits resulting from the growth of home-based 
businesses: 

1. The slowdown in the growth of home-based businesses and 
telecommuting resulting from the expansion of BAT/Nexus would 
undermine the environmental and economic benefits of teleworking. 
Because they do not drive to work these homeowners are helping to 
reduce rush hour traffic jams and defer the needs for state and federal 
transportation infrastructure investments, both for expansion and 
maintenance. The shift to home-based teleworking is helping reduce 
environmental pollution and global warming. A recent study by TIAX LLC 
determined that a full time telecommuter who lives 22 miles from his 
business would save 320 gallons of gasoline and reduce C02 emissions 
by 4.5 to 6 tons per year. At $3.00 per gallon gasoline prices they would 
also save homeowners about $1 ,000 in cash, not including savings in 
automobile maintenance costs and depreciation resulting from the extra 
10,000+ miles they run up annually commuting in the vehicle. 
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2. Similar benefits result when smart homeowners shop online. A click of the 
mouse uses a lot less gas than a trip to the mall, and the mail carrier and 
FedEx/UPS trucks delivering the goods will be coming down your street 
anyway. Americans work more hours than any other society. Both online 
shopping and teleworking also save a lot of time, a precious commodity 
for all of us in our society where long working hours leaves too little time 
for personal relationships and other interests. 

3. Because home based business owners and telecommuters are heavy 
broadband consumers, they provide a revenue base that facilitates 
broadband expansion to rural areas and underserved markets. The 
collective additional costs of unfair business activity taxes on Internet 
commerce would discourage the deployment of broadband access, which 
is a prerequisite in most circumstances for most teleworkers and home- 
based businesses. 

We urge Congress to protect the Commerce Clause of the Constitution and 
support the Business Activity Tax Simplification Act, H.R. 5627. The Act 
establishes a clear definition of physical presence and preempts states from 
taxing home-based businesses that have no presence in the state. We applaud 
the Internet Caucus cochairs, Representatives Boucher and Goodlatte, for 
introducing this important legislation. 

We would also like to take this opportunity to suggest related future lines of 
inquiry for the committee. Because of all the benefits of Internet use it is 
important that all federal, state and local government policies contribute to the 
expansion of its use in our society. AHGA believes that the U.S. needs to 
develop a coordinated set of policies to accelerate the adoption of teleworking 
and the use of Internet commerce. While the federal government has adopted 
worthy policies to encourage teleworking (7% of federal workers now 
telecommute), the few proposals to encourage the same thing in the private 
sector are receiving scant attention. Even worse, some proposals are 
discouraging both teleworking and Internet commerce. 

For that reason we suggest that the committee hold additional hearings to 
examine ways that could accelerate the rapid growth in Internet commerce and 
home-based business creation, especially those with technology based business 
models. The first step would be to draw attention to other proposals that would 
have the adverse consequences as a failure to extend the Internet tax 
moratorium. 

Associations representing state government interests have been promoting 
federal legislation to require Internet sellers to collect and remit sales taxes for 
state and local governments in every other state. There are thousands of local 
governments, all with different tax rates and this would be a burdensome on the 
huge number of small home-based internet vendors. It would also be an 
impossible task for the millions more homeowners who hold their yard sales on 
eBay and craigslist. 
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In the early days of Internet commerce traditional brick and mortar retailers, who 
at the time did not have Internet business models, had a legitimate concern 
about the advantages held by Internet vendors because many of their customers 
were either unaware of their obligation to pay the sales taxes to their state and 
local governments, or else chose to ignore that obligation. Today, the cost of 
creating a basic ecommerce Internet site is miniscule. Internet service companies 
provide websites along with software to create an ecommerce business for as 
little as $10 a month. As a result almost all brick and mortar retailers, large and 
small, have their own robust ecommerce sites, and their ecommerce operations 
compete on equal terms with Internet-only vendors. 

Today almost all businesses, and their customers and the environment, are 
reaping the benefits of Internet commerce. Even without additional sales tax 
revenues from Internet sales, tax and other revenues at the state and local level 
have risen faster than inflation in recent years (thanks in no small part to home 
appreciation and commensurate growth in real estate tax revenues). 

For these reasons AHGA believes its time for state and local governments to 
stop trying to extract more taxes from Internet commerce. The Streamlined Sales 
Tax Initiative should be abandoned and they instead should look for new ways to 
encourage Internet commerce and teleworking. 

Many state and local governments offer sales tax holidays for back-to-school 
expenses. They exempt from taxation some types of purchases, such as 
prescription drugs, and tax other goods and services at lower rates. Because of 
the aforementioned benefits an appropriate next step would be for the states to 
enact a permanent Internet sales tax holiday. Savings on the maintenance and 
expansion of the state’s transportation infrastructure and lower healthcare costs 
resulting from a cleaner environment would offset the reduction in sales tax 
revenues. Such legislation would also reflect the sentiments of most constituent 
homeowners and other consumers, who in public opinion surveys consistently 
oppose Internet taxes. 

States are also discouraging teleworking as a result of the state tax rule known 
as the "convenience of the employer" rule - a rule that unfairly punishes 
Americans who work for out-of-state employers and sometimes work from home. 
This rule is on the books in a number of states. Under New York's convenience 
of the employer rule, for example, nonresidents who sometimes telecommute to 
their New York employers may be forced to pay New York taxes on 100% of their 
income, even though they earn part of that income at home, in a different state. 
Because the telecommuter's state of residence can also tax the income earned 
at home, the telecommuter may be taxed twice on that income. 

The Telecommuter Tax Fairness Act (H.R. 1360; S. 785) has been introduced to 
address this problem. It would eliminate the "convenience of the employer” rule, 
which unfairly punishes Americans who work for out-of-state employers and 
sometimes work from home. We urge members of this committee to support this 
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measure, either separately or as a worthy amendment to any energy legislation 
Congress considers in the future. 

The federal government has offered tax credits for the purchase of energy 
efficient hybrid vehicles, for energy efficient new homes and for spending to 
make existing homes more energy efficient. Many states offer similar incentives. 
Congress could further help the environment and accelerate the other benefits of 
teleworking by enacting legislation to encourage the creation of more Internet- 
centric home-based businesses and more telecommuting by employees of both 
small and large businesses. Tax credits provided to employers and workers for 
such things as broadband expenses and computer/telecom hardware and 
software would encourage the creation of more home-based businesses and 
defray the costs of establishing teleworking programs. Incentives and subsidies 
to expand broadband access to unserved rural and underserved urban 
communities would also accelerate that process. They would also open up 
educational and telemedicine opportunities to many of those homeowners and 
other consumers. 

The Alliance appreciates the opportunity to provide these comments in support of 
H.R, 5627 and to suggest related future avenues of pursuit. 
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The Honorable Nydia Velazquez 
Chair 

Committee on Small Business 
U.S. House of Representatives 
Washington, DC 20515 

Dear Madam Chairwoman: 

On behalf of the American Federation of State, County, and Municipal Employees 
( AFSCME) and our District Council 37 members, I am writing to express our concerns 
about “The Business Activity Tax Simplification Act of 2008 (BATSA)” (H R, 5267). We 
are concerned because BATSA would restrict and sometimes even preempt New York 
State's authority to determine its own internal tax policies and would significantly reduce 
state revenues, which is extremely problematic given New York State’s estimated fiscal 
year 2009 budget gap of $4.7 billion (8.7 percent) and New York City's similar budget 
problems. 
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While we recognize your position on the Small Business Committee and your 
corresponding advocacy for small business, we urge you to consider BATSA's potential 
harm to New York’s working families and our union members. Without these tax 
revenues, New York State would be forced to cut back public services or raise other taxes. 
In fact, as you know. Governor Spitzer opposes BATSA and estimates it would reduce 
New York’s annual tax revenues by S600 million. According to the National Governors’ 
Association, BATSA legislation would result in annual revenue losses of $4.7 billion to $8 
billion for all states. Unfortunately, these views were not represented at your February 1 4 
hearing. 
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We think H.R. 5267, as currently written, is too large in scope and broadbased to 
address the relatively narrow problems of small businesses. In fact, experts think it would 
actually confer a relative advantage on large profitable corporations by letting them avoid 
state taxes if they create sham subsidiaries or use so-called independent contractors to 
compete with small businesses. After studying the issues raised at your hearing and 
reading your statements, we think other narrower options are available, which would do far 
less damage to New York and other states. 
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We urge you lo oppose H R. 5267 because it restricts states’ authority to 
determine their own appropriate tax systems. It will also significantly reduce New York 
Slate’s (ax revenues. By tightening current federal restrictions on state taxing authority, 
it increases opportunities for corporations to restructure their operations for the sole 
purpose of aggressive tax avoidance. This additional corporate tax sheltering will further 
slot! the tax burden onto New York State residents. 

We stand ready to work with you on this important issue. 

Sincerely. 

Charles M. Loveless 

Director of Legislation 
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cc: 


Lillian Roberts, Executive Director, District Council 37 
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Testimony 

of 

Ivan Petrie, Vice-President 
Hope Trucking, Inc. 

15180 Copeland Way 
Spring Hill, FL 34604-8130 
Phone: 352-797-4906 

IN SUPPORT OF H.R. 5267 
On the Nexus Issue of a State's Jurisdiction to Tax 
a Business' A ctivity in Interstate Commerce 
Before the 

United States House of Representatives 
Committee on the Judiciary for Small Business 
Subcommittee on Commercial and Administrative Law 

The Honorable John Conyers, Jr., Chairman 

February 12, 2008 

Mr. Chairman and members of the subcommittee. Bobby Scott (D-VA), Zoe Lofgren (D-CA), 
Sheila Jackson Lee (D-TX), Robert Wexler (D-FL), Hank Johnson (D-GA), Artur Davis (D-AL), 
Stephanie Herseth (D-SD), Elton Gallegly (R-CA), Steve Chabot (R-OH), Mike Pence (R-IN), 
Tom Feeney (R-FL). 

Thank you for the opportunity of allowing me to provide testimony on a matter of great 
importance, H.R. 5267, the "Business Activity Tax Simplification Act" (BATSA) of 2008 
introduced by Reps. Boucher (D-VA) and Goodlatte (R-VA), to the business community in 
general. 

I. Introduction 

My name is Ivan Petrie, and I am the Vice-President of Hope Trucking, Inc., a small family 
business, that since FY 2004 has taken very heavy business losses as well as unjust taxation 
of its business activity in Interstate Commerce when traveling from state to state when it had 
no physical presence or nexus with states in other jurisdictions. Whereas the taxation system 
does not reflect the values of ordinary Americans and our long-held belief in the principles of 
liberty, equality and community. Instead ravenous taxation has given too much credence to 
purportedly “objective" ideas about taxation that are based on the rationales of law and 
economics and unverified theories about economic growth and too little credence to human 
needs for a community that requires allocating the burdens and benefits of the tax system 
fairly and equitably among the people and entities that make up our societal system. 
Furthermore, claims from some state government officials of enormous revenue "losses" 
because of uncollected sales and use taxes on electronic commerce is based on non-validated 
data collected by a private research firm and is simply not supported by currently available 
data. Actual data from the U.S. Department of Commerce Census Bureau 2007 E-Commerce 
Report, analyzed by DMA Senior Economist Dr. Peter Johnson ("Johnson Study"), shows that 
on-line consumer sales growth has been modest at best. 

We are hereby seeking and urging the Congress's support for a bill which will clarify that a 
reasonable physical presence standard must be applied when determining nexus for Interstate 
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activity within a state. Our past experience clearly shows what happens when an unclear 
standard leaves the smallest avenue open to misinterpretation and abuse by greedy States 
seeking taxable revenues, such as H.R, 3396, that seeks congressional complicity in this effort 
for the express purpose of expanding the improper jurisdictional reach of state tax systems, 
which this legislation needs to ensure streamlines and makes more uniform the crazy quilt of 
existing state and local sales and use tax laws. Congress should not endorse this misnamed 
exercise in state tax reform in H.R. 3396. Instead, this Subcommittee should urge state 
governors to work together in a genuine and collaborative effort, under the auspices of the 
Uniform Law Commission, to standardize the administration of state tax laws. 

We are speaking up because thousands of small businesses throughout the United States are 
totally unaware of these potential risks of abuse in the taxation process. Over the past three 
years we have had conversations with many people across the Country that have shown to us 
that such abuses are far more common than is generally recognized or reported. 

As you know, without strong Federal legislation, all of these small businesses will soon be 
unable to participate freely in Interstate Commerce without fear of taxation reprisals, 
regardless of the rhetoric being expounded by some individuals on behalf of the Streamlined 
Sales Tax Governing Board claiming that states will experience an ever-accelerating loss in 
their sales tax bases. You cannot lose that which you do not possess. That tax argument is 
clearly misleading. Just as we know that people can sometimes be misled by false prophets. 

Congress clearly knows that taxation without representation is a basic American principle. It 
is also very dear that this burden falls the heaviest on small businesses that do not have the 
resources to contest these ill-founded taxes. The Congress has a constitutional responsibility 
to ensure that interstate commerce is not harmed by unfair or burdensome taxation. We 
commend Congressmen Boucher and Goodlatte for introducing this important legislation, and 
we urge other members to give it their bipartisan support. 

Without strong Federal legislation, small businesses will so on be unable to participate freely in 
Interstate Commerce without fear of taxation reprisals, such as the "centralized, one-stop, 
muitistate registration system that a seller may elect to use to register with the Member 
States." The small business entrepreneur will be like many other citizens, homeless. We are 
speaking up because thousands of small businesses are totally unaware of the potential risks 
of abuse in the taxation process. In fact, it is this inherent tension between the insistence of 
states on maintaining sovereignty, pitted against the desire to expand their taxing jurisdiction, 
that makes the state tax reform competitor, H.R. 3396, fatally flawed and doomed to fail in 
achieving real simplification and uniformity in state and local sales and use tax systems. 

II. Background. 

Today, states face a new threat to the sales tax revenue they collect. It is they the states 
themselves. Sadly they have failed to recognize that they have been a key part of the overall 
problem and refuse to accept the fact that it is their problem to solve without being overly 
greedy. Many states have been overspending and have placed no self-controls to simplify 
their aggressive and abusive taxation methods for the 21st Century. The potential abuse of an 
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open checkbook is dramatically clear that these states will continue to overspend and return 
nothing back to its customers. If there are any, they are a very few of them. 

• Why are we testifying 

As a small business we incur substantial costs in order to meet our obligations. This expense 
results in various costly payments in our efforts to comply with deferral and state laws, 
especially in dealing with all of the other states, and we continue to find that these state 
interpretations of the business activity tax to be very difficult and troublesome. I would hope 
that members of this Committee would question whether forsaking long-standing 
constitutional standards is the proper response to the greatly exaggerated, and largely self- 
correcting, problem of lost use tax revenue claimed by state tax officials. 

JIT. The Problem - Bureaucratic Arbitrariness 

The U.S. Supreme Court and the Congress have decided that the states may not unduly 
burden companies that have no physical presence in a state with "business activity taxes." 

In 1992, the U.S. Supreme Court held in Quill Corporation v. North Dakota that the U.S. 
Constitution requires a bright line physical presence rule for the imposition of a use tax 
collection. Many state tax experts and scholars believe that the Quill standard applies to all 
types of state taxes, not just the use tax. 

While Public Law 86-272 was enacted by the U.S. Congress to provide a similar bright line 
standard to bar states from imposing a net income tax on companies whose only in-state 
activity was the solicitation of sales of tangible personal property, many states, however, are 
being creative in their new legislation and the courts are rubber-stamping same to bring these 
added taxable revenues to the state's coffers, by oversimplifying decisions and stating that 
because we have changed so drastically over the past 40 years the framers original thinking 
was therefore not in conformity with today's taxation woes. 

Of necessity, federalism restricts the ability of a state (or locality) to export its tax system 
across state borders. Permitting each state to visit Its unique tax system on businesses that 
have no nexus with the taxing state would be chaotic as a matter of both tax administration 
and compliance (involving fifty state governments, and the more that' 7,500 local taxing 
districts in the United States, Imposing their vastly different tax regimes on businesses in each 
of the forty— nine other states). Moreover, out— of— state companies would have no way to 
influence the very state tax systems that are newly imposed on them. In the most real sense, 
allowing the expansion of tax authority beyond state borders is "taxation without 
representation." 

The Constitutional limitations on the territorial scope of state and local taxing jurisdiction also 
has enormous economic importance. The United States Constitution — and the Commerce 
Clause in particular — have been the guardians of this nation's open market economy. The 
central purpose of the Commerce Clause was to prevent states from suppressing the free flow 
of interstate commerce by the mere imposition of taxes, duties, tariffs, and other levies as it 
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clearly becoming. Indeed, more than two centuries before the establishment of the European 
Union, the Framers of the United States Constitution created a common market on this 
continent through the Commerce Clause, and their foresight has powered the greatest 
economic engine mankind has ever known. 

Despite the U.S. Supreme Court's decision and Congress' efforts to fix this issue, many states 
continue their uncompromising attempts to tax companies by constantly 'twicking' legislation 
regardless of the lack of physical presence. States have, for example, enacted and imposed 
gross receipts taxes, net worth taxes and fixed dollar minimum taxes on out of state 
companies under the theory that P.L. 86-272 bars only imposition of the net income tax. Many 
states have argued too, that Quill only applies to a use tax. As a result, many businesses are 
struggling with multi-state tax compliance in the face of very conflicting and confusing 
guidance. This situation needs to be clarified, and BATSA seeks to do that and not more. 

IY. BATSA 

Interstate traffic today is more the rule than the exception, not only for large corporations, 
but small and medium sized enterprises as well. The current state of confusing and arbitrary 
taxation of small and large multi-state companies that are traversing across state lines only 
serves to chill interstate commerce. We believe that the BATSA language will help to eliminate 
the current confusion of going after Interstate Commerce traffic and the need for companies 
to engage in protracted and costly litigation as one way to improve such tax enforcement 
discrepancies. BATSA will not diminish the ability of states to collect a legally due tax revenue. 
Further, it rationalizes and makes more predictable the process of doing so. That pundit's tax 
arguments are clearly misleading. Just as we know that people can sometimes be misled by 
false prophets. 

V. Recent Taxation Nexus Experiences 

In the past several years we experienced several prime examples of this arbitrary and 
confusing application of several states tax laws in violation of the Interstate Commerce clause. 
These examples are not a gross exception. In fact, it is just a metaphor of a larger problem. 

On June 21, 2005, when our driver was preparing to leave the State of the New Jersey after 
picking up some empty drum barrels to be delivered to Baltimore, Maryland, to complete the 
delivery, Hope Trucking, along with numerous other trucking firms, were ambushed on the 
highway/turnpike as a sting operation by the New Jersey Department of Taxation. 

The tax collection agent that stopped one of our trucks, which was loaded with empty drum 
barrels, on the New Jersey highway/turnpike to be delivered to Baltimore, Maryland, stated 
that we had not complied with rule j} 902 of the Guidebook to New Jersey Taxes, Corporations 
Subject to Tax, listing "Foreign Corporations" without any further explanation. He further 
stated that the State of New Jersey had no obligation of providing any notices or legal 
documentation regarding our non-compliance with New Jersey's law, and that it was our 
responsibility to know New Jersey's legal requirements when traveling within their state. 

The agent held the truck and its driver for several hours, and demanded that, in order to 
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release the truck, Hope Trucking had to wire $2,200 cash immediately to the New Jersey 
Department of Taxation. The agent claimed that he had the right to hold the truck and its 
contents because we had failed to properly file with the state of New Jersey under its 
governing guidelines as a foreign corporation. 

The "Arbitrary Warrant of Execution" listed the assessment under "Corporation Business Tax, 
N.J.S.A. 54;10A-1, et.seq.", that showed Taxes were seized for Years 2004 and 2005 at 
$1,000.00 per year, for a total of $2,200.00 with penalty, and that "before our truck could 
leave New Jersey" we were required to “immediately" pay the "taxes due" on the spot or the 
truck would be impounded to pay for the taxes due. After reading said document that was 
faxed to us, we found the language to be vague and meaningless. 

I informed the New Jersey agent that his claim was unfounded. I further explained that we 
had no ties to the state of New Jersey, and that under the law we were protected from New 
Jersey's taxation since we also had no physical operations in the State. The agent refused to 
accept this explanation. 

The truck and its driver were finally released after we made a $2,200 cash payment and it 
was verified as received. We subsequently appealed this aggressive, incorrect, and improper 
application of the law to the New Jersey State tax commissioner. However, this action was 
totally ignored. We then appealed the improper taxation to the New Jersey Tax Court. Three 
years later we are still before the Tax Court waiting for a Hearing, and a refund of the 
Improper taxes withheld. 

We have also incurred similar unorthodox tactics being applied by Arkansas, Kansas’, and 
New York asserting a nexus to the vehicles as property being driven within their jurisdictions. 

VI. Conclusion 

Our experience is not unique; it is shared by countless businesses, large and small. Many 
small companies do not have the ability to make an immediate wire transfer of funds much 
less to obtain an ultimate recourse from these aggressive and abusive states. We believe that 
BATSA will help clarify the physical presence nexus standard that is embodied in Public Law 
86-272 and the Quill decision. 

Because physical presence has always been intended to be the current standard, BATSA would 
neither diminish the taxing powers of state and local jurisdictions nor reduce a state's tax 
revenues. It will allow businesses to concentrate on growing our economy and providing jobs, 
instead of arguing legal points at great expenses, by ensuring that no undue burdens hinder 
Interstate Commerce. 

Moreover, the non-residents of a particular state are the real victims in Interstate Commerce 
when they are deprived of the opportunity to exert political pressure upon another state's 
legislature in order to obtain a change in policy. 


‘ K.S. A. 79-6a04 states that a ‘tax situs" exists for purposes of such valuation, assessment, and taxation, the taxable situs of the 
over-the-road vehicles and other roiling equipment within the state of Kansas whether owned, used or operated by a motor 
carrier who is a non-resident of Kansas and irrespective of whether such motor carrier be domiciled in Kansas or otherwise- 
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It is clearly apparent that the current standards that are being improperly imposed by some 
states on a simple drive through a state by motor carriers are violative of the Commerce 
Clause and the Due Process Clause, especially when there is no nexus to that state or any 
business enterprises therein; but abandoning constitutional ideals in favor of short-sighted 
efforts by some avaricious states to increase state tax revenues could undermine America's 
ideals in this crucial, but still fledgling, economy. Tbe vitality to prosper should not be curbed 
by federal legislation that saddles small businesses with the burdens of disparate state tax 
laws whose authority wants to be extended far beyond its traditional jurisdictional borders. 

With record high energy prices threatening the nation’s overall economy, it is certainly now 
not the time for Congress to abandon the original intent of the Commerce Clause, but to 
reinforce It from being abused and mis- interpreted. Moreover, a debate over the wisdom of a 
federal law to expand state and federal tax jurisdiction cannot be divorced from consideration 
of the overall impact such legislation would have on the competitiveness of American 
companies. Not only that, but forcing more new tax collection obligations on small businesses 
would have the undesirable (and undoubtedly unintended) effect of advantaging their foreign 
competitors, on whom state and local tax collection obligations could never be effectively 
imposed. 

Congress should be skeptical of arguments that the Commerce Clause is outdated and its 
restriction on state taxing authority is nothing more than a constitutional loophole that is 
being exploited by businesses. 

This does not mean that there are no boundaries to the permissible area of a state’s 
legislative activity. There are. And none is more certain than the prohibition against attempts 
on the part of any single state to isolate itself from the difficulties that are common to all of 
them by restraining the transportation of persons and property across its borders to impose 
its taxes. It is frequently the case that a state might gain a momentary respite from the 
pressure of events by the simple expediency of shutting its gates to the outside world. But, in 
the words of Justice Benjamin Cardozo, "The U.S. Constitution [314 U.S. 160, 174] was 
framed under the dominion of a political philosophy less parochial in range. It was framed 
upon the theory that the peoples of the several states must sink or swim together, and that in 
the long run prosperity and salvation are in union and not division." 

We urge your support and prompt passage of this bill on behalf of the thousands of small 
business owners nationwide whose economic futures demand clarity for the continued 
strength and growth of our National economy. 

This is sound public policy and we urge its long overdue passage. 

Respectfully yours, 

Ivan Petrie 2 


2 Note: Mr. Peine has a Bachelor o! Science Degree in Business Administration, with a minor in Economics. An Honor 
and Distinguished Military Graduate of the Reserve Officers Training Corps with numerous Distinguished Service Award 
and Letters of Commendation. 
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